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THE  AVAILABILITY  OF  FINANCING  FOR  NEW 
HIGH-TECHNOLOGY  COMPANIES 


TUESDAY,  OCTOBER  26,  1993 

House  of  Representatives, 
Subcommittee  on  Economic  Growth  and 

Credit  Formation, 
Committee  on  Banking,  Finance  and  Urban  Affairs, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  call,  at  2  p.m.,  in  room  2222, 
Raybum  House  Office  Building,  Hon.  Paul  E.  Kanjorski  [chairman 
of  the  subcommittee]  presiding. 

Present:  Congressman  Kanjorski,  Representatives  Klink  and 
Fingerhut. 

Chairman  Kanjorski.  The  subcommittee  will  come  to  order. 

The  subcommittee  meets  today  for  the  second  in  a  series  of 
roundtable  hearings  on  the  potential  for  stimulating  the  economic 
growth  and  new  job  creation  in  the  United  States  through  Federal 
technology  transfer  and  private  sector  commercialization.  Today, 
we  will  be  looking  at  the  availability  of  financing  for  high- 
technology  companies  and  entrepreneurs. 

In  searching  for  new  initiatives  to  revitalize  our  economy  and  en- 
courage new  employment  opportunities  through  the  commercializa- 
tion of  federally  held  technologies,  we  must  ensure  that  three  key 
components  are  addressed.  First,  do  America's  small-  and  medium- 
sized  businesses  and  entrepreneurs  have  access  to  available  tech- 
nologies? Two,  do  these  businesses  have  access  to  technical  exper- 
tise which  may  be  necessary  to  successfully  commercialize  these 
technologies?  And,  third,  do  these  businesses  have  access  to  capital 
necessary  to  successfully  commercialize  these  technologies? 

Today's  hearing  will  focus  primarily  on  the  third  issue,  the  avail- 
ability of  capital.  Joining  us  are  representatives  of  several  small 
business  and  technology-related  organizations  involved  in  analysis 
of  financing  for  technology  transfer  and  economic  conversion 
efforts. 

I  would  like  to  thank  all  of  the  participants  for  taking  time  out 
of  their  busy  schedules  to  meet  with  us  and  I  welcome  them  to  the 
subcommittee.  As  the  witnesses  are  aware,  I  have  some  rather  spe- 
cific thoughts  in  this  area  and  am  developing  legislation  to  facili- 
tate the  commercialization  of  federally  held  technologies.  As  such, 
I  look  forward  to  today's  dialog. 

We  have,  of  course,  five  participants.  First,  we  have  Ms.  Andrea 
Levere,  program  director,  Corporation  for  Enterprise  Development, 
Washington,  DC;  then  we  have  Mr.  Charles  Ludlam,  vice  president 
for  governmental  affairs  for  Biotechnology  Industry  Organization, 

(1) 


Washington,  DC;  we  have  Peter  McNeish,  president,  National  As- 
sociation of  Small  Business  Investment  Companies,  Arlington,  Vir- 
ginia; Mr.  Eric  R.  Pages,  Director  of  Programs  and  the  Defense 
Transitions  Project,  Business  Executives  for  National  Security, 
Washington,  DC;  and  finally  we  have  Mr.  Milton  D.  Stewart,  presi- 
dent. Small  Business  High-Technology  Institute,  vice  chairman  and 
chief  counsel.  Academy  of  Technology  Entrepreneurs  and 
Innovators,  Phoenix,  Arizona. 

Welcome  to  you  all.  We  have  a  rather  informal  process  that  we 
want  to  go  through,  really  an  open  roundtable  discussion  so  that 
when  you  are  asked  to  give  your  testimony,  if  really  you  could  sum- 
marize your  testimony,  we  have  had  copies  of  it  and  we  have  the 
opportunity  to  put  it  in  the  record. 

What  we  are  looking  for  is  an  open  discussion  and  we  invite  you 
to  interrupt  each  other  and  members  in  that  discussion  when  you 
have  something  to  put  in.  Please  do  not  just  sit  by.  Make  this  as 
friendly  and  informal  an  occasion  as  we  can.  You  have  the  informa- 
tion that  we  are  looking  for.  We  are  trying  to  find  out  whether  we 
are  on  the  right  track,  the  wrong  track,  or  how  we  can  change  di- 
rections or  adjust  the  direction  that  we  are  headed  in. 

I  am  pleased  that  we  have  two  of  our  young  members  here  today, 
and  I  am  going  to  ask  Mj*.  Fingerhut  if  he  has  an  opening 
statement. 

[The  prepared  statement  of  Mr.  Kanjorski  can  be  found  in  the 
appendix.] 

Mr.  Fingerhut.  I  don't  have  any  formal  statement,  in  accordance 
with  your  request  that  this  be  an  informal  process.  But  I  do  want 
to  commend  you,  Mr.  Chairman,  and  this  subcommittee  for  con- 
tinuing to  bring  up  what  are  the  vital  issues  critical  to  this  Na- 
tion's economy,  and  that  is:  How  do  we  assure  the  entrepreneurs 
out  there  of  the  source  of  capital  financing  they  need  in  order  to 
create  the  jobs  and  make  our  economy  grow? 

I  sometimes  get  frustrated  and  I  know  that  my  constituents  are 
frustrated  that  we  seem  to  talk  all  around  the  central  issues.  I 
wish  that  we  could  convince  the  networks  and  C-SPAN  to  cover 
this,  because  they  would  see  that  the  Congress  is  dealing  with  the 
issues  in  the  economy  that  are  material  to  the  country.  I  Know  that 
you  have  an  initiative  in  legislation  that  you  are  developing  sur- 
rounding these  issues.  I  think  that  is  a  very  important  step  for- 
ward that  this  Congress  can  take. 

Chairman  Kanjorski.  Thank  you.  And  my  good  fi-iend  from 
Pennsylvania,  Mr.  Klink. 

Mr.  Klestk.  I  associate  myself  with  the  statements  by  Mr. 
Fingerhut.  I  am  anxious  for  the  hearing  to  begin. 

Chairman  Kanjorski.  We  are  going  to  start  and  move  across 
from  my  left.  Mr.  Stewart,  you  will  be  first. 

STATEMENT  OF  MILTON  D.  STEWART,  PRESIDENT,  SMALL 
BUSINESS  fflGH-TECHNOLOGY  INSTITUTE;  VICE  CHAIRMAN 
AND  CHIEF  COUNSEL,  ACADEMY  OF  TECHNOLOGY  ENTRE- 
PRENEURS AND  INNOVATORS 

Mr.  Stewart.  Thank  you,  Mr.  Chairman. 

I  would  like  to  say  we  appreciate  very  much  the  fact  that  you 
have  cast  the  issue  in  a  way  that  goes  beyond  banking  and  reaches 


the  technology  cross-section,  as  it  were,  of  issues  that  in  other  ways 
are  the  business  of  perhaps  a  dozen  committees  of  the  House,  and 
a  dozen  of  the  Senate. 

This  is  an  absolutely  essential  beginning  to  try  to  pull  together 
the  legislative  threads  that  bear  on  this  crucial  problem.  I  have 
quoted  from  Simon  Ramo,  who  5  years  ago  in  a  book  called  "The 
Business  of  Science,"  despite  the  fact  that  he  is  the  epitome,  if  you 
will,  of  a  large  company,  large  university,  large  government 
projects  person,  specifically  comes  down  hard  and  says,  is  there  a 
natural  strategy  to  achieve  superiority  in  technology?  I  am  certain 
there  is.  It  is  to  foster  technology  entrepreneurship.  And  later,  an 
abundance  of  new  companies  is  needed  to  advance  the  new  tech- 
nologies, and  finally,  we  can  help  entrepreneurs  find  sources  of 
capital. 

I  have  addressed  several  things  that  I  have  called  needs  and 
have  made  several  suggestions  about  how  to  meet  them.  I  should 
say  that  in  my  present  capacities,  I  ^spend  most  of  my  days  and 
nights  with  technology  entrepreneurs,  talking  to  them  about  things 
that  trouble  them.  And  among  them  is,  of  course,  the  ever  present 
problem  of  capital  and  credit. 

I  have  given  you,  in  an  appendix,  a  letter  which  is  three  pages 
from  the  incoming  president  of  the  Academy  of  Technology  Entre- 
preneurs and  Innovators,  a  very  successful  man  in  technology 
terms,  has  won  over  $7  million  in  Federal  SBIR  awards,  and  60 
days  ago  was  given  60  days  by  his  bank  to  take  his  business  else- 
where when  he  asked  them  for  an  expanded  line  of  credit.  And  I 
think  you  will  find  his  letter  of  great  interest. 

The  first  suggestion  I  have  for  meeting  the  needs  of  technology 
companies  is  for  the  SBA  to  establish  a  pilot  program  under  its  7(a) 
authority  of  guaranteed  loans  for  technology-based  businesses.  I 
don't  even  think  that  takes  legislation.  A  congressional  nudge 
might  be  a  good  thing.  They  are  pretty  busy  people.  But  that  is  a 
beginning  of  educating  technologically  illiterate  bank  loan  officers 
as  to  how  to  do  this  business.  If  the  SBA  shares  the  guarantee,  it 
is  some  comfort  to  them  to  take  the  unknown  risks  of  dealing  with 
technology-based  companies. 

I  will  rip  through  all  of  this,  as  you  requested,  and  come  back 
to  any  you  want  to  talk  further  about. 

On  secondary  markets,  I  was  delighted,  as  I  am  sure  you  were, 
to  read  in  the  Wall  Street  Journal  last  week  about  a  successful  of- 
fering to  the  secondary  market  of  bank  nonguaranteed  loans.  If 
this  takes  hold,  and  I  think  your  proposal  for  licensing  facilitators 
will  help  it  take  hold,  it  is  part  of  the  ultimate  answer  to  this  prob- 
lem, which  in  my  own  opinion  has  to  be  a  private  sector  answer. 

Third,  an  off-the-wall  suggestion,  if  you  will,  again  to  help  banks 
learn  how  to  live  in  modem  technology-based  times.  We  keep  look- 
ing for  new  missions  for  the  Federal  laboratories  which  are  bril- 
liant in  the  work  they  do  and  it  seems  that  we  might  experiment 
with  establishing  a  technology  advisory  service  fi-om  the  Federal 
laboratories  to  the  banks  that  might  ultimately  become  privatized. 
They  are  a  great  resource,  which  I  think  can  use  some  more 
homework. 


Chairman  Kanjorski.  In  the  nature  that  when  bankers  aren't  fa- 
miHar  with  the  technology  they  are  asked  to  fund,  they  could  go 
to  the  advisory  service? 

Mr.  Stewart.  Right.  They  would  not  be  asking  "Should  we  make 
the  loan?"  but,  "What  do  you  know  about  this  technology  and  this 
market?"  All  of  the  things  they  worry  about  now. 

And  finally  on  the  banks,  clearly  the  regulators  I  think  ought  to 
be  encouraging — I  was  pleased  to  read  Mr.  Greenspan  welcomed 
the  secondary  capital  market,  but  also  the  regulators  have  to  press 
banks  into  networks  with  SBICs  and  ask  them  to  answer  questions 
about  why  don't  you  have  an  SBIC  in  which  you  invest?  Why  isn't 
it  good  for  your  stockholders?  Plenty  of  banks  have  established  that 
it  makes  good  sense  as  an  adjunct  to  their  banking  business. 

Third,  we  need  more  individual  investment  obviously  in  equity  of 
small  companies  in  general,  and  particularly  high-technology  com- 
panies. A  man  about  whom  I  hope  you  will  know,  Bill  Wetzel,  is 
a  professor  at  the  University  of  New  Hampshire,  and  he  has  done 
the  work  on  the  investment  capital  and  his  estimate  is  that  there 
is  $30  billion  a  year  available  from  individuals  if  they  can  be  linked 
to  entrepreneurs.  And  he  works  at  the  mechanical  problem  of 
linkage. 

I  think  in  view  of  the  historic  gain  we  have  made  with  the  cap- 
ital gains  tax,  this  is  a  great  time  for  the  Federal  Government  to 
undertake  an  information  program.  I  come  from  middle  America  in 
Phoenix.  People  do  not  yet  know  about  the  advantage  that  long- 
term  investment  in  small  companies  will  have  over  the  normal  cap- 
ital gains  tax,  and  I  really  think  both  the  executive  branch  and  the 
Congress  should  commend  themselves  to  see  to  it  that  this  is  un- 
derstood quickly. 

The  biggest  problem  we  will  have  is  that  the  D-day,  so  to  speak, 
is  5  years  from  now.  It  would  have  been  better  if  we  could  have 
provided  a  rollover  or  reinvestment  contract  so  that  if  I  sold  a 
major  company's  securities  today  and  reinvested  it  in  a  small  com- 
pany tomorrow  I  would  not  pay  a  tax,  it  would  be  replaced  in  the 
new  base  of  the  holding,  but  I  would  have  5  years  in  which  to  hold 
it  in  the  small  company.  I  think  that  is  a  critical  nexus  and 
Charles  knows  much  more  about  it  than  I  do. 

Mr.  FiNGERHUT.  Can  you  repeat  that? 

Mr.  Stewart.  The  rollover  or  reinvestment  idea  would  enable  me 
as  a  stockholder  in  a  major  company  who  is  now  prepared  to  take 
a  risk  because  the  government  has  turned  a  green  light  on  risk 
taking  by  giving  me  a  lower  rate  of  capital  gains  to  pay  and  I  want 
to  do  that.  To  do  it  now  under  the  present  law,  I  have  to  sell  my 
stock,  invest  in  a  small  company,  and  start  a  5-year  holding  period. 

Chairman  Kanjorski.  And  as  you  sell  your  stock,  you  would  pay 
capital  gains  on  it.  Somewhat  like  eminent  domain,  involuntary 
conversion.  You  have  a  period. 

Mr.  FiNGERHUT.  So  you  wouldn't  be  required  to  pay  tax  on  any 
sales  of  stock  that  you  roll  over  into  a  new  qualified  technology? 

Mr.  Stewart.  And  this  puts  the  effect  of  the  law  right  up  front 
where  now  if  you  are  in  the  money  business  it  is  something  down 
the  road  5  years  and  you  are  not  inclined  to  hurry  up  into  it. 

Chairman  Kanjorski.  So  there  is  a  tremendous  pool  of  capital 
out  there. 


Mr.  FiNGERHUT.  Has  CBO  done  any  estimates  on  that,  by 
chance? 

Chairman  Kanjorski.  This  is  a  Stewart  original  now. 

Mr.  Stewart.  It  is  nothing  but  an  analog  to  what  happened  if 
you  hold  a  house  and  sell  it. 

Mr.  FiNGERHUT.  I  wonder  if  through  the  subcommittee  and  the 
subcommittee  offices  that  we  might  get  a  cost  estimate  on  that. 

Chairman  Kanjorski.  We  will  pose  the  question  and  get  the  tax 
consequences  of  that. 

But  that  is  a  tremendous — ^you  know,  maybe,  Mr.  Stewart,  if  we 
combine  that  with  doing  it  through  an  organized  venture  such  as 
a  secondary  market,  if  they  buy  secondary  market  securities  they 
get  the  rollover  that  forces  a  tremendous  pool. 

Mr.  LuDLAM.  We  do  have  an  estimate  on  the  cost  of  the  rollover 
provision.  I  was  the  author  of  the  capital  gains  tax  incentive  and 
we  did  get  estimates  on  quite  a  few  variations  of  the  bill.  The  roll- 
over provision  could  be  designed  in  two  ways.  You  could  say  that 
if  you  roll  over  what  otherwise  would  have  been  a  qualified  invest- 
ment in  a  small  company  with  less  than  $50  million  in  capitaliza- 
tion into  another  qualified  investment,  that  would  cost  about  $100 
million  over  5  years.  If  you  said  that  anybody  could  roll  over  any 
capital  gains  from  a  large  company  or  a  house  or  any  other  invest- 
ment, it  would  cost  more  than  that. 

Chairman  Kanjorski.  But  how  much  more? 

Mr.  LuDLAM.  $200  million  or  $300  million. 

Chairman  Kanjorski.  What  kind  of  pool  of  capital  would  that 
create,  if  you  recall? 

Mr.  LuDLAM.  The  issue  here  was  that  this  is  a  form  of  retro- 
activity. The  incentive,  as  adopted,  is  prospective  only.  Only  new 
investments  made  after  the  date  that  the  bill  was  enacted  are  cov- 
ered. And  so  that  was  a  basic  principle. 

Chairman  Kanjorski.  How  about  if  we  went  back  to  previously 
acquired  assets. 

Mr.  McNeish.  There  is  a  provision  for  the  specialized  subset  of 
SBIC.  There  is  a  rollover. 

Chairman  Kanjorski.  But  they  have  to  go  into  SBICs. 

Mr.  McNeish.  But  that  has  created  an  enormous  ground  swell 
of  capital  sources  looking  for  places  in  which  to  shelter  money. 

Chairman  Kanjorski.  If  you  owned  a  long-term  company  and 
you  recently  sold  out  in  a  merger  and  you  got  a  pool  of  $50  or  $100 
million,  normally  now  you  would  be  subject  to  capital  gains  of  28 
percent.  But  if  you  took  that  $28  million  that  would  be  the  tax 

Mr.  McNeish.  No,  there  are  limitations  on  it. 

Mr.  LuDLAM.  $10  million  per  taxpayer  bill  or  10  times  the  basis 
of  the  investment,  whichever  is  greater. 

Chairman  Kanjorski.  So  you  could  take  that  money  and  funnel 
it  into  a  specialized  SBIC. 

Mr.  McNeish.  That  invests  primarily  in  minority-owned 
businesses. 

Chairman  Kanjorski.  How  about  technology  companies? 

Mr.  McNeish.  They  could  be  technology  companies. 

Chairman  Kanjorski.  But  they  have  to  be  minority-owned? 

Mr.  McNeish.  That  is  right. 


Mr.  Stewart.  In  terms  of  estimating  the  impact  on  the  capital 
markets,  you  would  have  to  be  courageous  to  do  it  but  that  has 
never  stopped  me  yet,  and  as  far  as  I  am  concerned,  $10  billion  a 
year  is  a  reasonable  order  of  magnitude  of  level  that  you  are  talk- 
ing about  because  you  are  not  churning  the  market  in  a  foolish 
way.  You  are  doing  it  for  a  constructive  purpose.  You  are  providing 
an  easy  way  to  shift  from  long-term  liquid  securities  to  long-term 
holding  in  illiquid  securities  and  you  are  overcoming  the  biggest 
beef  that  the  holder  has;  he  is  going  to  have  to  pay  taxes  when  he 
makes  the  change. 

Chairman  Kanjorski.  So  really  what  we  are  doing  is  participat- 
ing as  part  of  the  government  by  foregoing  our  taxes  by  allowing 
private  ownership  to  let  it  shift  in. 

Mr.  Stewart.  Next,  I  have  done  a  computation  using  National 
Science  Foundation  numbers  to  find  out — ^you  are  asking  often 
about  is  the  government  doing  enough  and  so  forth — -I  looked  at  the 
procurement  of  R&D  by  government  and  the  private  sector;  10 
years.  The  government  over  a  10-year  period  bought  R&D  from  its 
industry  application  of  R&D  funds  to  the  level  of  about  3  percent 
year  by  year. 

The  table  is  in  the  appendix.  If  you  take  the  private  sector,  much 
more  competitive  and  tougher,  the  private  sector  used  small  compa- 
nies to  the  tune  of  9  percent  on  average.  So  the  government  is  one- 
third  as  courageous  and  one-third  as  interested  in  encouraging  ini- 
tiatives as  the  private  sector,  which  I  am  sure  surprises  none  of  us 
who  have  been  in  it. 

But,  nonetheless,  what  I  think  we  have  come  up  with  for  the  first 
time  is  a  yardstick,  which  will  satisfy  me  as  an  old  small  business 
advocate,  if  the  government  puts  9  percent  agency-by-agency  into 
small  high-technology  companies  then  I  am  prepared  to  say  it  is 
doing  enough  to  stimulate  initiative.  Until  the  private  sector 
changes  that  ratio  very  sharply,  I  would  say  that  is  good  enough. 
And  I  made  the  shortfall  between  3  and  9  percent,  $17  billion  over 
a  10-year  period.  And  let  me  tell  you  if  that  money  had  gone  into 
small  high-tech  companies,  it  would  have  made  an  enormous 
difference  to  them  and  not  a  very  big  difference  to  the  large 
companies. 

Chairman  Kanjorski.  We  have  to  take  a  break  because  we  have 
to  run  over  to  vote  and  we  will  come  right  back. 

[Brief  recess.] 

Chairman  Kanjorski.  Mr.  Stewart,  you  were  in  the  middle  of 
something. 

Mr.  Stewart.  Just  three  quick  points,  Mr.  Chairman.  What  I 
was  talking  about  was  the  desirability  of  using  objective  yardsticks 
to  answer  the  question  of  when  is  how  much  procurement  enough? 
And  if  you  take  a  look  at  the  private  sector  and  the  role  that  small 
companies,  technology-based,  play  in  it  and  you  take  a  look  at  the 
role  that  they  play  in  Federal  procurement,  it  is  clear  that  the  Fed- 
eral Grovernment  lags  the  private  sector  in  the  use  of  the  compa- 
nies that  produce  more  innovation  in  technology  and  the  economy 
than  any  others. 

And  as  I  was  saying,  the  difference  in  the  adjustment  would  not 
be  very  significant  for  large  companies,  3  percent  of  $238  billion — 


6  percent — but  it  would  be  very  significant  for  small  companies.  It 
would  have  meant  $17  billion  in  the  last  10  years. 

Next,  we  have  done  everything  we  could,  and  continue  to,  to 
make  successful  the  Federal  SBIR  Program.  And  we  think  it  is 
probably  the  best  road  the  Federal  Government  has  taken  yet.  One 
of  the  unlicked  problems  in  it  is  phase  3,  which  is  working,  but  not 
quickly  enough  and  not  well  enough.  And  I  have  two  suggestions 
in  here  about  how  to  make  it  work  better. 

In  the  private  sector,  I  think  if  we  gave  large  companies  a  small 
tax  incentive,  maybe  a  premium  on  the  R&D  tax  credit,  make  it 
20  percent  more,  all  SBIR  projects  by  definition  are  in  the  public 
interest.  Even'  topic  in  them  is  chosen  in  the  Health  Department, 
the  Defense  Department,  the  Energy  Department,  whatever  it  is, 
it  is  chosen  because  it  has  got  a  public  purpose.  And  that  would 
justify  I  think  another 

Chairman  Kanjorski.  What  would  that  take  the  rate  up  to  at  20 
percent  more? 

Mr.  Stewart.  Forty  percent.  Now  it  is  40  percent  of  the  increase 
in  R&D  expenditures.  In  other  words,  what  the  company  takes  as 
a  credit  is  the  difference  between  what  it  spent  in  the  5-year  basis 
period  and  what  it  spent  last  year.  I  don't  think  it  would  be  a  lot 
of  money.  Chuck  probably  has  better  judgment  than  I  do.  But  it  is 
the  kind  of  thing — what  I  like  about  it  is  that  it  means  that  every 
comptroller  in  a  major  company  will  be  kicking  his  operating  peo- 
ple to  find  us  some  SBIR  deals  for  us  to  get  into  it.  And  that  is 
what  we  need,  something  to  get  them  to  focus  on  it. 

I  suggested  also  that  the  other  kind  of  commercialization  Con- 
gress directed  was  ending  up  in  the  Federal  marketplace.  And  here 
I  am  not  sold  yet  that  there  is  enough  linkage  between  the  topic 
pickers  and  the  Federal  buyers.  In  other  words,  some  subjects  are 
put  in  the  SBIR  solicitations  we  are  told  in  anticipation  of  Federal 
purchase  after  the  work-  is  done.  And  it  seems  to  us  that  somebody 
ought  to  be  measuring  the  output  and  seeing  how  much  of  it  really 
works  and  whether  they  are  collaborating  in  choosing  the  topic  or 
not.  We  often  think  they  are  not. 

Finally,  it  is  like  seeing  a  bad  movie  for  the  second  time.  One  of 
the  most  upsetting  developments  in  Federal  procurement  is  so- 
called  cost  sharing.  The  idea  here  is  if  I  have  a  5,000  employee 
business  and  you  employ  5  people  and  we  are  both  interested  in 
the  same  piece  of  business  in  the  Commerce  Department's  Ad- 
vanced Technology  Program,  we  are  equally  free  to  put  up  half  the 
cost,  if  you  follow  me.  And  that  kind  of  economy  went  out  with  the 
bustle. 

There  is  no  equality  there  at  all.  It  is  a  sign  hanging  on  the  pro- 
gram that  says,  small  business  need  not  apply.  That  is  really  what 
it  does.  It  is  spreading  in  the  Federal  Government.  It  is  now  in  at 
least  five  regions  and  so  far  as  we  are  concerned  we  need  general 
government  across-the-board  legislation. 

We  will  be  talking  with  Mr.  LaFalce,  one  of  your  colleagues,  who 
is  the  chairman  of  Small  Business,  because  we  think  this  will  take 
an  amendment  of  the  Small  Business  Act.  It  is  that  fundamental 
an  issue,  how  you  treat  small  business  fairly. 

I  have  not  directly  answered  your  questions,  Mr.  Chairman.  I 
will  be  glad  to  try  later  on,  if  you  like.  But  essentially,  what  I  think 
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you  have  done  that  is  very  important  is  to,  in  effect,  illustrate  that 
procurement,  taxes,  regulation,  and  banking,  all  of  them  have  to  be 
taken  into  account  when  you  are  looking  at  capital  formation. 

Absolutely  last  point.  We  did  a  survey  of  SBIR  winners.  Three 
hundred  of  them  answered  our  questionnaire,  and  we  asked  them, 
did  the  SBIR  Program  have  anything  to  do  with  the  founding  of 
your  company?  Nothing;  it  was  partially  responsible  for  the  found- 
ing of  our  company;  it  was  wholly  responsible.  Eight  percent  said 
it  was  wholly  responsible.  Seventeen  percent  said  it  was  partially 
responsible.  That  means  one  out  of  four  companies  was  moved  to 
organize  and  capitalize  in  the  private  sector  because  of  the  prospect 
of  being  able  to  compete  successfully  for  Federal  technology  entre- 
preneurial dollars.  To  me,  that  is  proof  positive  that  what  we  are 
talking  about  are  the  right  things  to  talk  about.  Thank  you  very 
much. 

[The  prepared  statement  of  Mr.  Stewart  can  be  found  in  the 
appendix.] 

Chairman  Kanjorski.  Thank  you  very  much,  Mr.  Stewart. 

Mr.  Ludlam. 

STATEMENT  OF  CHARLES  LUDLAM,  VICE  PRESIDENT  FOR 
GOVERNMENTAL  AFFAIRS,  BIOTECHNOLOGY  INDUSTRY  OR- 
GANIZATION 

Mr.  Ludlam.  Thank  you,  Mr.  Chairman.  It  is  an  honor  to  be  on 
the  same  panel  with  Milt  Stewart.  He  is  the  dean  of  the  entre- 
preneurial advocates  in  the  United  States  and  I  am  not  sure  I 
would  be  here  if  he  had  not  led  the  way.  So  it  is  an  honor  to  be 
here  with  him. 

I  am  representing  the  biotechnology  industry,  which  is,  I  think, 
a  unique  industry  particularly  as  it  concerns  capital  formation. 
There  is  probably  no  industry  in  the  United  States  that  is  more 
capital  intensive  and  is  more  interested  in  capital  formation  issues. 

Some  of  the  statistics  in  the  testimony  that  I  think  are  striking 
are  that  as  a  per  employee  basis,  7  of  the  top  10  firms  in  the  Unit- 
ed States  in  terms  of  R&D  per  employee  are  biotech  firms,  includ- 
ing the  top  4.  We  have  one  firm  that  is  spending  $178,000  per  em- 
ployee on  research.  The  all-industry  average  is  $7,000. 

As  a  percentage  of  sales,  the  top  six  firms  in  the  United  States 
in  terms  of  R&D  as  a  percentage  of  sales  are  all  biotech  firms. 
Centocor  has  124  percent  as  the  ratio  of  R&D  to  sales.  The  U.S. 
industry  average  is  3.7  percent.  That  is  not  a  misstatement.  It  is 
3.7  percent  as  compared  to  124  percent. 

Our  firms  have  to  raise  $395  million  to  fund  the  first  new  chemi- 
cal entity  that  they  can  get  approved  by  FDA  to  take  it  to  market. 
That  is  the  first  new  revenue  that  they  will  get.  Biotechnology  is 
7  to  10  times  as  expensive  as  semiconductor  chips,  the  second  most 
R&D  intensive. 

We  have  225  public,  1,000  nonpublic  biotechnology  companies. 
This  is  an  industry  that  didn't  exist  15  years  ago.  The  industry  is 
not  able  to  raise  money  from  banks.  Banks  cannot  lend  to  a  firm 
that  has  no  revenues  and  no  prospect  of  revenues  for  the  next  5 
or  10  years. 


We  can  talk  about  tax  incentives.  I  have  five  or  six  suggestions 
on  the  targeted  capital  gains  incentive  if  you  would  like  to  pursue 
that  issue  and  I  also  have  suggestions  on  the  R&D  tax  credit. 

But  let  me  emphasize  that  there  is  nothing  that  you  can  do  to 
banking  legislation  or  tax  legislation  or  on  SBIC  legislation  or  any 
other  issue  that  is  more  important  to  us  than  not  poisoning  our 
capital  markets  in  terms  of  the  health  care  reform  debate.  That  is 
the  single  most  important  thing. 

If  the  government  simply  lets  the  markets  operate,  we  can  raise 
the  capital,  staggering  though  the  amounts  may  be.  The  prospect 
of  price  controls  in  the  health  care  debate  has  led  our  capital  mar- 
kets to  drop  25  percent  in  terms  of  the  publicly  traded  companies, 
in  terms  of  the  valuation  in  the  market.  There  are  a  variety  of 
causes  to  be  sure  for  this  drop.  It  is  not  only  the  health  care  de- 
bate. These  are  speculative  stocks  and  controversial  products. 

But  there  are  only  two  things  that  we  can  do  in  the  public  policy 
arena  and  that  you  can  do  as  Members  of  Congress  that  will  di- 
rectly affect  those  markets,  and  those  deal  with  price  controls  in 
the  health  care  reform  debate  and  in  the  implementation  of  the 
CRADA  agreements. 

I  suggest  that  we  focus  on  what  we  can  control  and  not  on  mar- 
ket conditions  that  we  cannot  control.  There  is  a  public  perception, 
I  think,  that  there  are  no  price  controls  in  the  Clinton  draft  plan. 
And  we,  obviously,  don't  have  the  final  plan.  We  assume  it  will 
come  out  tomorrow.  But  in  the  draft  plan,  there  are  price  controls 
on  the  one  sector  of  the  entire  $800  billion  health  care  economy, 
and  that  is  breakthrough  drugs. 

For  every  other  sector  of  the  entire  Health  Care  bill,  the  bill  re- 
lies on  managed  competition  and  global  budgets  to  restrain  costs. 
They  have  singled  out  only  one  technology,  only  one  sector  for  sepa- 
rate price  controls,  and  that  is  on  breakthrough  drugs.  In  other 
words,  it  is  a  plan  that  targets  technology  innovation.  It  is  clear 
that  our  investors  understand  this.  And  what  they  understand  in 
terms  of  the  impact  on  their  investments  is  critical  in  the  end. 

We  see  that  when  the  investors  invest  in  a  company,  they  invest 
typically  in  a  portfolio  of  9  or  10  biotechnology  stocks  hoping  that 
one  will  be  a  gusher.  They  know  that  they  are  going  to  lose  their 
principal  on  some  investments  and  get  no  return  on  others.  But 
now  they  can  see  in  the  draft  plan  that  if  they  have  a  company 
that  has  a  breakthrough  drug  that  that  company  will  be  flogged  in 
public  if  the  bureaucrat  doesn't  like  their  prices,  they  can  be 
blacklisted  under  Medicare;  and  then  if  they  get  through  all  of 
that,  they  have  to  give  the  government  a  15-percent  discount  on 
the  price  based  upon  the  new  managed  competition  price  which 
presumably  would  be  lower. 

We  basically  view  the  plan  as  favoring  cost  and  coverage  at  the 
expense  of  research.  The  crunch  time  is  coming  for  biotechnology 
firms.  Fifty-eight  percent  of  our  firms  have  2  years  or  less  in  cash. 
They  are  raising  capital  at  one-fourth  of  the  rate  they  are  burning 
capital.  This  is  obviously  unsustainable.  By  and  large,  they  have  no 
revenues  to  sustain  them  during  the  downturn.  Their  sole  source 
of  revenue  is  equity  capital. 

The  biotechnology  industry  is  the  paradigm  of  the  high-tech  firm 
which  relies  on  research  and  brains  to  compete.  It  is  interesting  to 
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compare  the  industrial  policy  that  we  see  in  the  draft  health  care 
plan  with  the  industrial  policy  in  Japan.  Japan  sets  drug  prices. 
They  provide  a  premium  on  breakthrough  drug  prices  because  they 
want  to  encourage  the  growth  of  their  biotechnology  industry. 

The  human  growth  hormone  price  in  the  United  States  is  $14. 
It  is  $53  in  Japan.  The  G-CSF  price  in  the  United  States  is  $112 
and  $375  in  Japan.  The  EPO  price  in  the  United  States  is  $40.  The 
price  in  Japan  is  $99.  The  price  on  alpha  interferon  in  the  United 
States  is  $8.75,  and  in  Japan  it  is  $25.  That  is  an  industrial  policy 
in  Japan  favoring  technology  and  favoring  growth  and  research. 

So  I  will  conclude  by  saying  that  this  is  an  industry  that  has  in- 
credible potential  in  terms  of  economic  growth  and  jobs.  It  has 
staggering  potential  in  terms  of  cures  and  therapies  for  AIDS,  Alz- 
heimers,  cystic  fibrosis,  MS,  cancer. 

There  are  approximately  5,000  genetically  transmitted  diseases 
and  hundreds  more  that  are  susceptible  to  treatment  by  recom- 
binant DNA. 

This  is  an  industry  that,  if  the  government  lets  it  raise  the  cap- 
ital in  the  private  market,  will  thrive.  We  are  totally  dominant  in 
international  markets  at  the  current  time.  We  are  facing  the  situa- 
tion where  this  industry  will  be  crushed  by  health  care  price 
controls. 

[The  prepared  statement  of  Mr.  Ludlam  can  be  found  in  the 
appendix.] 

Chairman  Kanjorski.  As  you  know,  this  subcommittee  has  juris- 
diction over  price  controls,  so  we  will  be  facing  that  issue  sometime 
in  the  future.  We  look  forward  to  your  input.  You  keep  us  aware 
of  it. 

In  your  testimony,  you  discuss  CRADAs  and  you  think  there  is 
a  problem  there. 

Mr.  Ludlam.  It  is  a  related  problem,  implementation  of  CRADAs 
by  NIH.  The  government  licenses  its  patents  on  a  technology.  They 
license  the  technology  to  a  private  company.  They  don't  develop  it 
themselves.  They  license  it  to  a  private  company  to  develop  it. 

In  the  licensing  agreement,  they  require  that  the  government  re- 
view the  prices  of  the  product  that  might  be  developed  from  the  li- 
cense and  determine  what  is  a  reasonable  price  on  a  product.  It  is 
another  form  of  price  controls. 

What  it  means,  as  a  practical  matter,  is  that  many  of  our  compa- 
nies will  no  longer  do  CRADAs  because,  under  a  licensing  agree- 
ment, they  are  the  ones  that  put  up  the  private  money  to  develop 
the  product  and  go  through  the  5  or  6  or  7  years  at  FDA  to  clear 
the  product. 

And  in  many  of  these  cases,  the  technology  doesn't  prove  to  be 
valuable  or  FDA  does  not  approve  it  or  whatever.  If,  after  putting 
all  of  that  money  up  front  on  research,  they  are  going  to  face  price 
controls  at  the  end,  this  means  that  the  money  isn't  there  for  the 
investors  and  the  company  can't  raise  it  and  the  company  is  not 
likely  to  develop  the  technology. 

This  undermines  the  whole  Technology  Transfer  Program  at 
NIH. 

Chairman  Kanjorski.  Is  that  price  provision  statutory  or 
regulatory? 
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Mr.  LUDLAM.  It  is  basically  regulatory,  but  there  is  a  statutory 
reg. 

Chairman  Kanjorski.  What  particular  statute? 

Mr.  LuDLAM.  There  were  amendments  to  the — I  am  not  sure  ex- 
actly which  bill  it  was.  There  were  amendments,  I  think,  in  1987 
or  1988. 

It  arose  in  a  controversy  over  the  prices  for  AZT.  And  AZT  was 
not  based  on  CRADA-licensed.  But  the  NIH  felt  pressure  in  terms 
of  price  of  that  drug. 

There  will  always  be  drugs  that  have  a  controversial  price. 

Chairman  Kanjorski.  That  was  sort  of  a  stupid  deal  though,  was 
it  not?  We  actually  spent  all  of  the  research  and  development 
money,  as  I  understand  it,  in  the  Federal  Grovemment.  And  then 
we  gave  the  license  away  for  next  to  nothing  and  did  not  control 
the  price. 

Mr.  LuDLAM.  The  whole  issue — the  government  has  an  interest, 
obviously,  in  reasonable  prices.  We  all  do.  We  all  want  something 
for  nothing.  We  all  want  it  at  a  reasonable  price,  and  we  want  ac- 
cess for  everybody. 

Chairman  Kanjorski.  Would  it  not  have  been  better  if  the  gov- 
ernment had  taken  a  capital  interest  in  the  company  that  was 
going  to  do  it  as  its  payment  and  share  back  the  profit? 

Mr.  Ludlam.  BIO  does  not  have  a  position  on  the  question  of  eq- 
uity ownership  interest  on  the  part  of  government.  I  believe  it  is 
adaressed  in  some  of  the  other  testimony  you  will  hear.  And  I  don't 
think  we  are  able  to  comment  on  that  proposal  at  this  time. 

Chairman  Kanjorski.  Mr.  Pages. 

STATEMENT  OF  ERIK  R.  PAGES,  DIRECTOR  OF  PROGRAMS 
AND  THE  DEFENSE  TRANSITIONS  PROJECT,  BUSINESS  EX- 
ECUTIVES FOR  NATIONAL  SECURITY  [BENSl 

Mr.  Pages.  Thank  you,  Mr.  Chairman.  I  want  to  thank  you  for 
inviting  me  back  again  to  appear  before  you. 

I  am  here  representing  Business  Executives  for  National  Secu- 
rity, which  is  a  national  nonpartisan  association  of  1,500  business 
leaders.  And  we  are  interested  in  today's  debate  because  of  our  in- 
terest in  supporting  defense  diversification  among  businesses. 

And  in  our  perspective,  the  steps  that  we  take  to  improve  financ- 
ing for  all  high-technology  companies  will  do  a  lot  to  promote  de- 
fense conversion  as  well.  We  have  done  a  lot  of  work  in  studying 
the  defense  diversification  of  firms.  And  the  findings  that  we  have 
reached  are  almost  100  percent  consistent. 

Our  work,  and  the  work  of  various  State-level  surveys,  including 
work  in  your  home  State  of  Pennsylvania  have  found  that  the  num- 
ber one  problem  is  that  companies  cannot  get  access  to  capital  to 
retool  and  enter  commercial  markets.  And  this  is  a  big  problem 
that  affects  all  small  businesses. 

Chairman  Kanjorski.  Would  you  drop  a  letter  to  Mr.  Cutter  at 
the  White  House  to  that  effect? 

Mr.  Pages.  I  would  be  happy  to  do  that,  sir. 

As  you  know,  the  causes  of  this  problem  are  economywide,  but 
they  have  been  particularly  acute  for  defense  firms. 

Banks  and  investment  and  venture  capital  firms  have  been  quite 
wary  of  investing  in  defense  firms.  First  off,  they  are  very  pessimis- 
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tic  about  the  possibilities  of  defense  conversion;  and  also  many  of 
them  don't  understand  the  defense  business. 

It  is  somewhat  different  from  a  number  of  other  high-tech  sec- 
tors. That  has  been  a  major  factor  in  the  credit  crunch  as  it  affects 
companies  that  are  trying  to  convert.  I  know  of  a  number  of  cases 
where  companies  have  succeeded  in  converting  and  have  been  un- 
able to  get  loans  to  fulfill  commercial  contracts  and  have  had  to 
give  up  on  commercial  contracts  because  of  that. 

And  this  is  difficult  for  defense  firms  because  they  rely  on 
progress  payments  when  they  do  business  with  the  Department  of 
Defense.  And  progress  payments  do  not  exist  in  commercial  busi- 
ness. You  are  paid  on  completion  of  a  contract. 

So  what  happens  for  defense  firms  is  that,  as  they  begin  to  enter 
commercial  markets,  this  demand  for  capital  increases,  exactly  at 
the  same  time  when  they  have  the  most  difficulty  in  getting  access 
to  capital.  So  that  has  really  been  a  major  problem  for  firms  trying 
to  diversify  into  commercial  businesses.  The  government  programs 
that  exist  today  really  do  not  tackle  this  problem. 

The  Clinton  administration's  Technology  Reinvestment  Project 
does  not  address  financing.  It  provides  additional  funding  for  dual 
use  R&D,  a  service  that  most  small  firms  don't  need.  In  fact,  you 
see  surveys  of — State-level  surveys,  that  is  normally  at  the  bottom 
of  the  list  in  terms  of  services  required  by  smaller  and  medium- 
sized  defense  firms. 

So  what  would  I  suggest  we  do  to  remedy  this  situation?  We 
have  a  number  of  specific  recommendations. 

First,  I  would  suggest  that  we  create  a  new  program  under  the 
Technology  Reinvestment  Project  what  we  call  the  Business  Devel- 
opment Program, 

The  current  programs  do  a  decent  job  in  terms  of  supporting 
technology  transfer  and  manufacturing  extension  services,  but  they 
do  not  do  a  lot  in  the  area  of  financing  or  in  the  area  of  training 
of  entrepreneurism,  management  training,  those  types  of  activities. 

We  would  need  to  do  more  in  that  area.  There  are  a  number  of 
model  programs,  including  Ohio's  Edison  programs,  Pennsylvania's 
Ben  Franklin  partnerships.  We  need  some  sort  of  funding  under 
the  TRP  that  would  support  these  business  development  activities. 

The  second  thing  I  would  suggest  is  possibly  the  use  of  tax  incen- 
tives, such  as  Mr.  Stewart  has  suggested,  to  encourage  larger  de- 
fense funds  to  donate  plants,  donate  space,  or  transfer  technologies 
to  some  of  the  smaller  firms.  We  talked  about  the  Grumman  Ven- 
tures Program.  That  is  a  rarity.  There  are  not  a  whole  lot  of  larger 
firms  that  are  involved  in  that  sort  of  activity. 

The  Federal  Government  is  not  the  only  holder  of  innovative 
technologies.  Large  companies  also  hold  them,  and  especially  those 
in  the  defense  business. 

And,  finally,  I  suggest  that  we  support  the  fund  for  defense  con- 
version. This  would  probably  work  similar  to  the  SBIC  Program. 
We  had  originally  viewed  this  as  creating  an  entity  similar  to 
Fannie  Mae  or  Reconstruction  Financing  Corp. 

After  having  examined  the  issue,  we  feel  it  would  be  much  more 
effective  to  operate  this  in  a  manner  similar  to  the  SBIC.  And 
there  are  a  few  venture  capital  outfits  out  there  that  have  experi- 
ence in  the  defense  sector  and  are  willing  to  invest  in  the  defense 
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diversification  projects.  And  these  investors  may  be  a  model  for  the 
type  of  people  that  we  may  be  able  to  qualify.  Basically,  these  enti- 
ties address  the  financing  issues  head  on. 

And  this  is  the  major  problem  and  is  the  area  that  has  received 
the  least  amount  of  attention  here  in  Washington. 

Chairman  Kanjorski.  Could  you  elaborate  on  that  financing?  Or 
do  you  have  any  paperwork? 

Mr.  Pages.  I  would  be  happy  to  submit  that  for  the  record.  We 
have  a  summary  of  the  proposal.  That  is  concluding  my  remarks. 

Thank  you. 

[The  prepared  statement  of  Mr.  Erik  Pages  can  be  found  in  the 
appendix.] 

Chairman  Kanjorski.  And  Ms.  Levere. 

STATEMENT  OF  ANDREA  LEVERE,  PROGRAM  DIRECTOR, 
CORPORATION  FOR  ENTERPRISE  DEVELOPMENT 

Ms.  Levere.  Thank  you,  Mr,  Chairman  and  members  of  the  sub- 
committee. I  work  with  the  Corporation  for  Enterprise  Develop- 
ment. And  I  think,  in  contrast,  I  represent  no  specific  industry.  Our 
experience  and  background  in  this  is  twofold.  One  you  may  be  fa- 
miliar with. 

Every  year  we  publish  the  Development  Report  Card  for  the 
States  which  looks  at  the  economy  of  all  of  the  different  States  and 
compares  them — -. — 

Chairman  Kanjorski.  Could  we  get  a  copy  of  that  for  the 
subcommittee? 

Ms.  Levere.  Right. 

[The  Development  Report  Card  for  the  States  can  be  seen  at  the 
office  of  the  Subcommittee  on  Economic  Growth  and  Credit  Forma- 
tion, Room  109,  Ford  House  Office  Building,  Washington,  DC] 

Fifty  different  economic  indicators.  A  significant  number  of  those 
look  at  the  technology  programs  and  technology  resources  that  are 
available  and  how  it  directly  affects  the  business  viability  and  busi- 
ness capacity  of  the  States. 

The  other  piece  of  what  we  do  is  direct  on-site  work  with  the 
States  designing  programs  to  enhance  the  competitiveness  of  their 
local  economies.  And  we  have  done  extensive  work  in  both  Penn- 
sylvania and  Ohio. 

What  I  have  decided  to  do  is  step  back  and  say,  if  we  were  to 
design  a  program  to  finance  technology-related  businesses,  what 
are  the  five  things  we  have  learned  doing  this  for  15  years  that 
would  make  the  program  work? 

The  first  piece  that  I  wanted  to  say  is  that,  while  we  look  at  the 
capital  markets  as  international  and  global,  but  identifying  the 
technology  gaps,  it  is  a  local  phenomenon  and  for  a  number  of  rea- 
sons. Now  Federal  economic  financing  programs  administrator — 
are  different  if  you  are  in  Utah  or  in  Pennsylvania,  how  they  make 
loans.  We  do  extensive  audits  of  banking  practices. 

States  all  over  the  country  ask  us  to  audit  how  they  do  business 
loans  and  find  tremendous  differences  on  a  State-by-State  basis  of 
how  this  happens.  We  look  in  terms  of  what  are  the  resources 
available,  compare  the  State  of  Pennsylvania  and  what  they  offer 
to  the  State  of  Idaho,  which  has  one  State-funded  financing  pro- 
gram for  small  business  so  you  can  see  what  the  disparity  is. 
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One  of  the  key  ingredients  of  any  Federal  initiative  has  to  be 
that  it  has  the  flexibihty  at  the  local  level  to  meet  the  specific  cred- 
it gaps  of  the  technology-related  businesses,  and  that  it  is  adminis- 
trated that  way  jointly. 

Point  number  two,  which,  as  we  have  seen  all  over  the  country 
in  these  programs,  is  that  you  can't  address  credit  needs  without 
addressing  capacity.  There  has  to  be  customized,  intensive,  and 
long-term  technical  assistance  for  these  businesses  before,  during, 
and  after  you  provide  the  actual  financing. 

One  of  the  mistakes  that  a  lot  of  the  State  programs  have 
made — and  we  have  just  been  involved  in  Oregon  analyzing  the  ef- 
fectiveness of  a  competitiveness  venture — the  wood  products  com- 
petitiveness venture,  which  revitalized  the  wood  products  industry 
and  the  timeframe  that  these  programs  have  is  much  too  short,  the 
kind  of  assistance  that  the  programs  need  over  time. 

I  think  one  of  the  very  important  structuring  issues  for  this 
would  be  that,  as  you  design  any  financing  program,  there  has  to 
be  incentives  to  tie  it  to  the  delivery  systems  that  exist  at  the  State 
and  local  level  already  so  that  you  would  have  it  tied  directly  to 
the  infrastructure  that  the  Ben  Franklin  partnership  has  developed 
to  enhance  the  impact  of  that  financing. 

Number  three;  one  of  the  issues  that  you  raise  is,  do  we  need  to 
think  about  consolidating  the  different  Federal  initiatives  and  how 
they  are  implemented? 

Obviously,  anybody  who  has  paid  attention  to  the  reinventing 
government  and  the  rationality  of  that,  it  makes  sense;  but  we 
have  to  do  it  at  the  local  level.  We  have  just  done  a  9-month  study 
commissioned  by  the  Pennsylvania  Department  of  Commerce  of 
how  to  completely  reorganize  the  local  economic  development  deliv- 
ery system. 

The  fact  that  when  an  entrepreneur  first  enters  the  system,  it  is 
the  local  person  they  talk  to  first  and  the  local  person  that  helps 
to  navigate  them  through  the  morass  of  the  State  and  Federal  re- 
sources. And  if  that  local  person  is  not  good,  that  business'  opportu- 
nities are  very  much  constrained.  And  a  piece  of  that  is  that  we 
have  to  look  at  coordinating  the  resources  on  a  local  level  through 
the  use  of  Federal  incentives  to  do  that  at  the  same  time  we  do 
that  at  the  State  level. 

Point  four — and  I  think  Chuck  talked  about — that  does  it  make 
sense  for  the  Federal  Government  to  have  an  equity  stake  in  pri- 
vately held  businesses?  Another  area  where  we  have  been  involved 
is  the  design  of  publicly  funded  venture  capital  programs  which 
has  been  working  for  about  10  years  now. 

We  have  found  a  fundamental  contradiction  in  having  the  public 
sector  own  pure  equity.  And  the  reason  for  that  is,  when  venture 
capitalists  invest  in  a  business,  they  don't  have  collateral  or  secu- 
rity in  any  sense  of  the  word.  The  ultimate  security  is  control, 
which  means  they  can  walk  in  if  the  business  is  not  working  the 
way  it  is  supposed  to  and  take  it  over  and  manage  it. 

In  no  context  that  we  have  seen  is  it  available  for  the  public  to 
walk  in  and  manage  privately  held  business. 

Chairman  Kanjorski.  You  could  do  that  by  having  a  convertible 
bond. 

Ms.  Levere.  We  could  look  at  a  different  financing  instrument. 
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Chairman  Kanjorski.  The  interest  that  I  am  suggesting  is  there 
in  that  we  are  trying  to  get  technology  out  at  a  cheap  cost,  without 
requiring  a  Heensing  fee  or  a  patent  buyout  situation,  which  would 
eat  up  a  lot  of  capital  on  the  front  part.  It  would  be  much  better 
if  the  government,  to  be  an  interest  in  the  business  and  have  the 
intent  to  watch  it  from  a  technical  assistance  necessity,  over  its  fu- 
ture course,  but  that  it  not  be  a  participant  in  the  management  of 
the  business,  as  if  the  business  succeeds  to  a  great  extent,  it  gets 
a  payback  on  the  patent.  If  it  does  not  succeed,  it  has  the  ability 
to  take  the  patent  back  and  reassign  it  in  the  future. 

Ms.  Levere.  There  are  many  ways  to  work  to  get  some  upside 
in  the  future  and  have  that  investment  over  the  long  term. 

The  fifth  point  that  I  would  like  to  make  is  that  this  type  of  eco- 
nomic development  financing  and  small  business  financing  is  dif- 
ferent from  what  we  have  done  in  the  past.  And  one  of  the  eval- 
uators  that  is  used  is  job  creation. 

And  I  know  that  there  are  powerful  statistics  about  job  creation. 
But  it  happens  differently  in  this  industry.  And  in  Pennsylvania, 
we  may  lose  jobs  in  the  short  term  to  save  jobs  in  the  long  term. 
And  we  have  to  look  at  benchmarks  that  specify  what  are  the  other 
benefits  that  come  fi-om  this  investment  so  that  we  can  track  in  a 
different  way. 

And  those  are  my  major  points;  thank  you. 

[The  prepared  statement  of  Ms.  Levere  can  be  found  in  the 
appendix.] 

Chairman  Kanjorski.  Mr.  McNeish. 

STATEMENT  OF  PETER  F.  McNEISH,  PRESffiENT,  NATIONAL 
ASSOCIATION  OF  SMALL  BUSINESS  INVESTMENT  COMPA- 
NIES [NASBIC] 

Mr.  McNeish.  Thank  you,  Mr.  Chairman.  Pleasure  to  be  here, 
members  of  the  subcommittee.  I  feel  very  much  at  home  as  a  Pitts- 
burgh native. 

Mr.  FiNGERHUT.  It  wasn't  a  bad  game  this  weekend,  was  it? 

Mr.  McNeish,  Let  me  summarize  my  testimony  as  briefly  as  I 
can  by  saying  that  first  of  all  SBICs  are  probably  one  of  the  best 
examples  of  a  private-government  partnership  that  does  work. 

SBICs  are  privately  owned,  privately  capitalized  companies.  They 
are  high-risk  investment  companies.  They  are  licensed  by  the  SBA, 
regulated  by  the  SBA,  and  with  SBA's  guarantee  authority,  they 
have  access  to  the  capital  markets  for  additional  funds. 

Chairman  Kanjorski.  What  portion  is  that  since  the  amend- 
ments? 

Mr.  McNeish.  As  high  as  three  to  one.  But  using  the  securities, 
it  is  two  to  one.  If  it  was  organized  at  $10  million  private,  it  could 
have  additional  $30  million  by  the  government  system. 

The  genius  of  that,  of  course,  is  that  the  private  capital  in  any 
investments  it  makes  is  at  risk  first.  That  forces  those  investment 
decisions  to  be  risk  driven  by  the  investment  managers.  And  they 
have  got  their  own  private  investors  looking  over  their  shoulders 
all  the  time.  There  is  a  leverage  that  the  government  gets  through 
that  system  and  process.  And  the  system  has  worked  extremely 
well. 
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Historically,  the  SBIC  industry  has  invested  20  to  25  percent  of 
total  portfolio  investments  over  the  years  in  technology  business. 
That  has  been  a  fairly  standard  rate,  even  with  ups  and  downs  and 
changes  in  marketplaces. 

Chairman  Kanjorski.  Is  that  on  a  imit  basis  or  dollar? 

Mr.  McNeish.  Twenty  percent  of  dollar  amount  and  23  percent 
on  total  business  investments. 

The  industry  itself  has  invested  $9  billion  in  83,000  companies 
over  a  35-year  life. 

Chairman  Kanjorski.  $9  billion? 

Mr.  McNeish.  $9  billion,  yes.  And  I — of  course,  we  are  going  to 
see  a  ratcheting  up  of  those  numbers. 

Chairman  Kanjorski.  What  is  the  outer  limitation  of  size? 

Mr.  McNeish.  Size  of  a  small  firm? 

Chairman  Kanjorski.  No.  Of  a  small  business  investment 
corporation. 

Mr.  McNeish.  The  new  legislation  was  put  into  effect  last  year 
allowing  a  single  SBIC  to  borrow  up  to  $90  million.  So  using  it  as 
security,  there  is  a  practical  limitation  of  it  putting  $45  million  in 
private  dollars  and  $90  million  in  government  sources  for  a  total 
of  $135  million.  That  would  be  the  practical  limit. 

Probably  two  major  money  market  center  banks  in  New  York 
City,  their  SBICs  are  capitalized  in  the  $200  to  $300  million  range. 
But  the  vast  majority  of  SBICs  are  down  in  the  range  of  having 
private  capital  of  $5  million. 

Chairman  KANJORSKI.  Being  from  Pittsburgh,  I  think  you  appre- 
ciate my  interest  in  Pennsylvania.  Do  you  have  the  number  of 
SBICs  in  Pennsylvania  relative  to  other  States? 

Are  you  aware  of  it? 

Mr.  McNeish.  I  don't  have  the  exact  number,  Mr.  Chairman.  But 
there  are  two  in  Pittsburgh,  two  in  Philadelphia,  one  in  the  more 
central  part  of  the  State,  and  probably 

Chairman  Kanjorski.  Five  or  six? 

Mr.  McNeish.  There  are  about  10,  in  organization  under  the  new 
legislation.  j^ , 

Chairman  Kanjorski.  But  in  California,  there  are  over  400. 

Mr.  McNeish.  No,  sir.  There  are  relatively  new  in  California. 

Chairman  Kanjorski.  Really?  What  State  is  the  largest? 

Mr.  McNeish.  New  York.  Probably  about  90  SBICs  in  New  York 
State.  We  used  to  have  a  large  number  in  California,  but  that 
dissipated. 

Chairman  Kanjorski.  They  gave  up  their  charters? 

Mr.  McNeish.  In  part.  What  has  happened  is  that  we  have  had 
attrition  in  the  industry,  particularly  in  the  past  10  years.  There 
is  a  good  attrition  that  has  occurred  where  a  number  of  the  SBIC 
operators  graduated  to  become  private  venture  capitalists.  And  the 
SBIC  industry  was  around  long  before  the  venture  industry  even 
existed.  And  if  you  look  at  the  leaders  of  those  venture  partner- 
ships today,  you  will  see  that  a  lot  of  them  were  SBIC  executives. 
We  have  been  the  farm  club  for  the  venture  industry. 

A  large  part  of  the  attrition  has  been  due  to  voluntary  surren- 
ders, a  lack  of  new  people  coming  into  the  industry,  primarily 
caused  by  the  prior  two  administrations'  attempt  to  close  down  the 
SBA. 
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Chairman  Kanjorski,  Let  me  see  if  I  can  understand.  The  larg- 
est amount  you  can  borrow  from  the  government  would  be  $90  mil- 
lion; you  would  put  $45  million  private;  and  that  would  be  $135 
million.  And  you  could  go  to  the  debt  market  for  about  three  times 
that? 

Mr.  McNeish.  No.  No.  That  is  essentially  where  you  would  stop. 

Chairman  Kanjorski.  Why  couldn't  the  companies  that  got  the 
$135  million — ^that  is  their  equity  that  you  are  lending  them? 

Mr.  McNeish.  The  $45  million  is  the  equity;  $90  million  is  the 
government  fimding. 

Chairman  Kanjorski.  But  that  all  appears  on  the  lender's  books 
as  equity. 

Mr.  McNeish.  It  would.  But  the  legislation,  because  of  losses  in 
the  program,  because  it  is  a  very  high-risk  business  and  concerns 
about  how  much  extra  leverage  might  stand  in  front  of  the  govern- 
ment's position  in  the  senior  creditor  position,  we  put  an  absolute 
limit  on  the  debt  that  the  SBIC  could  have. 

It  is  only  for  short  term  and 

Chairman  Kanjorski.  You  mean  the  company  could  not  go  out 
and  get  a  mortgage  on  the  building? 

Mr.  McNeish.  An  SBIC  could  not. 

Chairman  Kanjorski.  The  SBIC  has  $135  milHon  in  equity. 

Mr.  McNeish.  We  are  talking  about  two  different  things.  I  am 
talking  about  SBIC's  capital  structure. 

Chairman  Kanjorski.  I  am  talking  about  what  the  SBIC  lends 
out  in  venture  capital.  If  it  was  totally  loaned  out  and  as  large 
as  it  could  get,  it  could  lend  out  $135  million  to  any  number  of 
organizations? 

Mr.  McNeish.  No,  no,  no.  The  $135  million  is  the  capital  struc- 
ture of  the  SBIC.  Forget  that  for  a  moment.  There  is  a  size  stand- 
ard under  the  regulation  that  defines  the  element  on  what  an  SBIC 
can  invest  in,  and  that  is  changing.  Hopefully,  it  would  be  codified 
soon.  It  could  be  $6  billion  in  after  tax  income,  net  after  tax 
income. 

Chairman  Kanjorski.  I  am  not  sure  I  understand.  You  mean  you 
could  lend  $6  billion? 

Mr.  McNeish.  No.  I  am  defining  the  size  of  the  small  firm  in 
which  an  SBIC  can  make  an  investment.  The  small  firm  can  have 
no  more  than  $6  million  in  net  income  and  no  more  than  $18  mil- 
lion in  net  worth.  That  defines  the  parameter. 

Chairman  Kanjorski.  And  $18  million  in  net  worth,  assuming 
that  it  is  a  startup  business? 

Mr.  McNeish.  Very  good.  It  qualifies. 

Chairman  Kanjorski.  It  qualifies  if  you  have  less  than  $18  mil- 
lion in  equity? 

Mr.  McNeish.  That  is  correct. 

Chairman  Kanjorski.  And  net  worth.  Assuming  that  it  invests 
the  entire  $18  million? 

Mr.  McNeish.  That  is  just  its  net  worth. 

Chairman  Kanjorski.  Say  a  company  starts  out  and  they  say, 
we  would  like  to  borrow  the  entire  $18  million  from  the  SBIC 

Mr.  McNeish.  At  that  juncture — the  SBIC  is  limited  in  the  size 
of  its  investment  in  an  individual  company,  based  on  its  own  size. 

Chairman  Kanjorski.  And  its  own  size  is  $135  million. 
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Mr.  McNeish.  Private  capital  is  $45  million.  It  can  only  invest 
up  to  20  percent  of  its  own  capital;  $9  million. 

Chairman  Kanjorski.  So  any  one  company  could  get  the  maxi- 
mum of  $9  million  from  one  SBIC. 

Mr.  McNeish.  They  do  syndicate  deals. 

Chairman  Kanjorski.  Assume  that  we  still  have  the  singular  ex- 
ample and  the  SBIC  elects  to  take  a  portion  and  invest  $9  million. 
Then  the  corporation  could  go  to  the  bank  and  say,  we  need  a 
building,  we  need  machinery  and  we  have  $9  million  equity  so  they 
could  borrow  up  to  $27  million? 

Mr.  McNeish,  Whatever  the  market  will  bear.  That  is  right. 

Chairman  Kanjorski.  If  the  SBIC  that  is  formed  has  the  capac- 
ity to  lend  out  venture  capital  of  $135  million,  we  could  multiply 
that  probably  by  3  and  come  up  with  over  $400  million 

Mr.  McNeish,  Financial  impact. 

Chairman  Kanjorski.  That  is  correct? 

Mr.  McNeish.  That  is  correct.  We  finally  got  there.  Sorry,  Mr. 
Chairman. 

Chairman  Kanjorski.  Pennsylvania  has  so  few  of  them.  Mr, 
Klink  probably  hasn't  even  one  in  his  district.  I  know  I  have  not, 

Mr.  McNeish.  The  Nation  doesn't  have  very  many.  There  are 
only  200  in  the  country. 

Chairman  KANJORSKI.  Are  there  any  that  are  owned  in  other 
than  private  ownership? 

Mr.  McNeish.  No.  But  the  new  law  allows  States  and  local 
governments  to  invest  in  SBICs. 

Chairman  Kanjorski.  How  about  nonprofit  corporations? 

Mr.  McNeish.  They  could  invest,  yes. 

Chairman  Kanjorski.  If  we  took  the  equity  interest  of  a  non- 
profit corporation,  we  could  charter  it  and  put  it  into  business. 

Mr.  McNeish.  The  nonprofit  funds  could  be.  The  SBIC  would 
have  to  be  for  profit.  Previous  to  the  new  legislation  last  year,  and 
we  credit  Congressman  LaFalce  for  his  leadership  on  that.  States 
and  local  governments  could  not  invest.  It  has  taken  the  position 
that  that  was  not  private  dollars,  and  they  were  worried  about  too 
much  political  intrusion  in  the  company's  operation. 

Now  they  can  invest,  but  only  up  to  one-third  of  the  SBICs 
capital. 

Chairman  Kanjorski.  This  sounds  like  an  ideal  vehicle  for  an 
entity  for  business  development  in  our  area.  We  are  not  going  to 
see  one  of  the  biotech  companies  that  just  pop  out  of  Stanford  and 
suddenly  plop  down  in  the  middle  of  Pennsylvania. 

But  in  reality,  there  are  a  lot  of  good  technologies  out  there  that 
should  be  developed.  We  can  identify  20  or  30  of  them,  and  basi- 
cally challenge  the  entrepreneurial  market.  Say  we  have  25  or  30, 
we  are  interested.  You  come  with  a  proposal  or  prospectus.  And  we 
are  willing  to  stand  as  a  major  contributor  of  the  equity  to  get  this 
started. 

This  seems  like  a  tremendous  industrial  tool. 

Mr.  McNeish.  It  has  that  potential.  A  number  that  we  have 
talked  to  are  looking  at  that  very  specifically. 

I  suggest  this  to  you,  Mr.  Chairman,  and  it  relates  to  high  tech 
under  S-4  and  the  Competitiveness  Act  that  was  passed  last  year. 
And  I  think  it  relates  here  as  well.  This  is  a  high-risk  business, 
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and  there  are  losses  that  do  take  place.  And  one  of  the  reasons  for 
those  losses — we  have  had  experience  in  this — is  for 
nondiversification,  for  concentrating  too  much  in  one  particular 
kind  of  investment  entity. 

So  our  position  has  always  been — and  the  experts  that  run  these 
companies  tell  me  you  are  far  better  off  to  have  a  diverse  SBIC 
which  may  include  high  tech,  but  once  you  begin  to  load  up  your 
portfolio  in  a  particular  area,  you  run  a  higher  risk  of  losing  your 
dollars,  the  government's  dollars,  and  everyone  else's. 

Chairman  Kanjorski.  Someone  like  MIT  or  Stanford  that  has  an 
ongoing  R&D  program  matched  with  government  efforts  and  has 
these  people  with  brilliant,  bright  ideas,  can  run  over  to  the  SBIC 
and  say  "I  have  a  great  idea."  We  want  to  run  private  on  this.  Are 
they  doing  that? 

Mr.  McNeish.  There  may  be  some  situations,  but  I  don't  have 
any  definitive  data. 

Mr.  Pages.  I  know  that  MIT  has  their  own  licensing,  high-tech 
transfer  outfit.  And  they  have  a  strong  area  for  the  venture  capital 
community.  And  they  have  created  a  lot  of  startup  companies 
based  on  MIT  technology. 

Mr.  McNeish.  I  can  assure  you  that  they  have  their  doors  open 
to  that.  They  may  only  do  10  out  of  100  that  they  look  at  or  less; 
but  if  you  have  that  kind  of  a  hot  product,  hot  idea  with  commer- 
cial viability,  the  SBIC  would  be  interested  in  it. 

Chairman  Kanjorski.  People  that  put  the  other  90  together, 
what  happens?  Do  they  fall  by  the  wayside?  Are  they  not  good 
deals? 

Mr.  McNeish.  For  the  SBICs  or  the  venture  capital's  perspective, 
they  may  find  funds  at  a  different  SBIC. 

Chairman  Kanjorski.  As  I  understand  it,  the  SBIC  does  an  indi- 
vidual burdening  situation  analysis? 

Mr.  McNeish.  The  deals  are  negotiated  between  the  entre- 
preneur and  the — correct. 

Chairman  Kanjorski.  We  will  take  equity  and  convertible  bonds. 
But  they  cannot  go  higher  than  50  percent. 

Mr.  McNeish.  That  is  correct.  But  the  deals  are  negotiated  be- 
tween the  entrepreneur  and  the  investor. 

Chairman  Kaj^jorski.  And  does  the  deal  work  where  you  have 
numbers  larger  than  $9  million? 

Mr.  McNeish.  Yes,  they  do  syndications  on  larger  deals. 

Chairman  Kanjorski.  Venture  companies  come  in,  too,  and  jump 
into  it? 

Mr.  McNeish.  Oh,  yes.  Sure. 

Chairman  Kanjorski.  I  do  not  want  to  cut  you  off,  but  we  have 
so  many  questions  that  we  want  to  get  in,  particularly  in  your  area 
because  I  look  at  that  as 

Mr.  McNeish.  Two  additional  items  I  would  like  to  cover.  One, 
the  new  legislation,  because  as  a  consequence  of  a  convergence  of 
happenings,  there  was  a  shrinkage  in  the  private  venture  capital 
marketplace  because  endowment  funds  and  pension  funds  were 
contracting  in  terms  of  venture  deals  and  that  market  shrunk 
considerably. 

So  there  was  a  shortage  of  venture  capital.  You  had  a  drying  up 
of  financings  of  new  starts.  At  the  same  time,  you  had  the  SBIC 
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industry  shrinking.  So  you  created  a  new  capital  gap,  if  you  will, 
in  the  marketplace.  Then  what  I  call  the  Miracle  of  92,  under  Con- 
gressman LaFalce's  leadership,  and  the  wisdom  of  Congress,  major 
changes  were  created. 

The  access  to  SBIC's  sources  of  investment  was  always  in  debt 
form.  Those  companies  had  to  invest  in  debt  securities  that  would 
throw  up  enough  cash-flow  to  service  their  own  debt. 

It  is  changed  now.  The  new  law  increases  the  dollar  amounts 
that  SBIC  can  take  down,  increases  the  range  and  scope  of  busi- 
nesses which  an  SBIC  can  invest,  opens  new  access  to  sources  of 
new  capital,  State  pension  funds,  private  pension  funds.  But  the 
fundamental  change  it  allows  is  for  an  SBIC  to  leverage  capital 
through  equity-type  security. 

And  back  to  your  point  about  the  government  getting  an  equity 
piece.  Indirectly,  SBA  does  get  a  profit  participation  now  in  the 
profits  of  an  SBIC.  It  is  the  first  program  I  know  of  in  the  govern- 
ment where  SBA  stands  to  be  a  profit  center  for  the  U.S.  Govern- 
ment. And  if  the  program  works,  you  will  be.  It  is  a  tremendous 
leg  up.  And  we  ratcheted  down  on  some  of  the  risk  factors  in  terms 
of  outside  debt  that  provided  that  profit  participation,  solves  a  fun- 
damental structural  problem. 

Working  with  the  SBA  to  get  a  whole  new  set  of  regulations, 
which  are  close  to  being  finalized,  the  program  is  about  to  be  in 
place.  We  haven't  had  to  do  any  marketing  of  this.  The  word  has 
spread  like  wildfire  throughout  the  financial  community.  We  have 
a  prospect  list  of  3,000  groups  interested  in  forming  SBICs. 

I  suspect  that  50  percent  of  those  are  very  solid,  real  prospects. 
I  expect  this  coming  year  we  will  probably  have  200  to  300  new 
SBICs  applying  for  it  and  licensed.  It  will  bring  $1  billion  into  the 
SBIC  industry,  with  the  potential  of  $2  to  $3  billion  of  government 
leveraged  funds.  We  are  talking  about,  in  a  few  years,  we  are  going 
to  have  a  small  business  financing  vehicle  for  high  tech  and  other 
endeavors  in  the  range  of  $5  to  $10  billion  over  those  5  years,  but 
very  significant  from  where  we  are  today.  A  major  change. 

There  are  a  few  things,  just  to  get  my  pitch  on  the  table  while 
I  have  the  opportunity.  We  could — certainly  the  capital  gains  provi- 
sion that  was  passed  by  the  Congress  last  year  was  a  good  start. 
It  is  an  expansion  to  induce  more  capital  into  that  marketplace.  I 
will  be  glad  to  provide  some  suggestions  that  we  have  on  that 
point. 

Chairman  Kanjorski.  Would  a  secondary  market  help  where  we 
could  feed  off  of  your  securities  that  you  invest  in,  pool  them,  and 
sell  them  off  to  pension  funds  and  insurance  companies? 

Mr.  McNeish.  That  hasn't  been  an  issue  for  the  SBIC  as  the  eq- 
uity provider.  I  think  it  is  more  germane  in  a  long-term  program 
where  you  need  the  funds  for  liquidity.  There  is  beginning  to  be  a 
secondary  market  developed  in  the  private  venture  capital  indus- 
try. It  may  come  to  that  as  the  SBIC  industry  grows,  but  right  now 
it  is  not  essentially  in  this  area.  We  would  lilce  a  very  small  tax 
change.  We  would  like  exemptions — we  worked  on  it  last  year,  and 
we  will  do  so  again — to  eliminate  that  tax  problem  for  any  invest- 
ment in  an  SBIC. 

No  pension  funds  has  invested  in  the  SBIC  historically.  Now 
they  will,  because  it  is  an  equity-type  vehicle  used  for  leverage.  But 
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it  causes  a  tax  implication  for  the  pension  fund.  A  small  technical 
change,  minor  revenue  impact  in  terms  of  the  given  correction,  and 
we  will  be  going  at  it  again. 

We  are  not  talking  big  dollars  because  this  program  has  the  sub- 
sidy rate  of  9.5  percent  at  the  moment.  It  will  probably  be  lower 
shortly.  Two  or  three  technical  amendments  to  the  new  SBIC  legis- 
lation have  to  be  worked  on.  And  we  are  working  with  Congress- 
man LaFalce  for  that. 

We  do  need  strong  congressional  support  for  the  SBA.  We  have 
a  home  run  in  Erskine  Bowles,  who  is  the  new  Administrator,  be- 
cause he  comes  from  an  investment  bank  background  and  he 
knows,  for  the  first  time  in  many,  many  years,  the  distinction  be- 
tween equity  and  debt  for  a  beginning.  He  talks  the  right  language, 
and  he  knows  what  the  business  deals  are  all  about.  He  is  very 
close  and  knows  a  lot  of  venture  capital  players.  He  is  going  to  be 
a  home  run  for  us.  But  he  needs  funds  and  resources  as  well. 

Chairman  Kanjorski.  But  the  size  of  your  investment  is  beyond 
the  realm  of  small  business,  the  ability  to  get  into  business — ^you 
get  into  businesses  much  larger  in  size  than  what  is  traditionally 
called  a  small  business. 

Mr.  McNeish.  That  is  the  ceiling.  The  average  investment  for  an 
SBIC  is  $275,000.  That  is  only  the  ceiling  that  we  were  talking 
about  in  the  large  numbers.  Most  of  the  deals  are  much  smaller. 

In  this  new  legislation,  it  restricts  SBIC's  investments  to  only  eq- 
uity investments  which  will  generate 

Chairman  Kanjorski.  You  couldn't  take  a  convertible  bond? 

Mr.  McNeish.  It  would  be  defined  as  an  equity  investment.  Only 
in  a  restricted  way  would  a  convertible  bond  qualify.  It  is  going  to 
generate — we  have  a  lot  of  seed  capital  funds  out  that  can't  raise 
money  any  place. 

We  are  going  to  use  the  SBIC  Program  and  put  together  pools 
in  the  range  of  $10  to  $15  to  $20  million  for  seed  capital  startup 
investments  in  high-technology  firms.  We  have  great  hopes  for  it. 
We  need  to  assure  that  SBA  will  be  a  reliable  arm  in  this  with  the 
cultural  change  that  a  creditor  agent  is  now  a  limited  partner  will- 
ing to  take  risks.  And  we  are  lucky  to  have  Erskine  Bowles  at  the 
helm. 

But  if  the  wrong  signals  come  out  of  the  government,  the  invest- 
ment community  will  walk  away;  and  the  SBIC  Program  will  die 
on  the  spot. 

Chairman  Kanjorski.  Mr.  Klink. 

Mr.  Klink.  How  difficult  is  it?  How  much  time  does  it  take  from 
beginning  to  end,  if  you  want  to  form  an  SBIC? 

Mr.  McNeish.  Assuming  you  have  got  a  complete  license  applica- 
tion together,  money,  either  committed  or  prepared  to  go,  and  all 
the  legal  documentation  done,  SBA's  target  is  90  days.  As  a  prac- 
tical matter,  it  is  4  to  6  months. 

Chairman  Kanjorski.  How  long  does  it  take  to  put  the  package 
together? 

Mr.  McNeish.  Not  that  long.  It  is  a  business  plan.  What  the  in- 
vestment plan  is,  legal  documentation;  and  that  is  essentially  it. 

Mr.  Klink.  You  mentioned  the  fact  that  you  thought  there  were 
some  better  things  that  we  could  do  other  than — ^you  view  the  re- 


22 

cent  budget  as  a  beginning,  but  did  you  like  Mr.  Stewart's  idea  on 
the  capital  gains? 

Mr.  McNeish.  Oh,  yes.  I  think  any  of  those  incentives  will  stimu- 
late investments  in  the  SBICs  or  into  the  investment  markets. 
Those  changes  are  very  important.  Yes. 

Chairman  Kanjorski.  Is  it  reasonable  to  say  that  everybody  on 
the  panel  agrees  that  there  is  a  dearth  of  capital  available  for  en- 
trepreneurs or  new  ventures? 

Now,  we  have  had  previous  testimony  that  that  hole  seems  to  be 
half  a  million  to  $5  million  in  size.  After  you  get  a  lot  larger  than 
$5  million  or  more,  you  can  get  to  the  investment  banking  commu- 
nity that  will  start  looking  at  your  proposal. 

Mr.  McNeish.  $5  million  in 

Chairman  Kanjorski.  In  venture  capital.  The  real  need  is  half 
a  million  up  to  $5  million  where  an  entrepreneur  cannot  get  into 
the  banking  house.  That  is  where  the  gap  is? 

Mr.  McNeish.  I  have  a  problem  with  oversimplifications  like 
that,  Mr.  Chairman,  because  it  varies,  industry  to  industry,  dra- 
matically. The  biotechnology  industry,  the  threshold  is  very  high. 
It  depends  what  you  are  looking  at.  Are  you  talking  about  the  mice 
or  the  gazelles?  The  mice  being  the  mom  and  pop,  stable  operations 
that  don't  grow,  versus  the  gazelles  that  might  be  the  Apple  Com- 
puter in  somebody's  garage  that  could  grow  into  a  multibillion  dol- 
lar company  in  a  number  of  years. 

It  is  a  wide  divergence  from  when  they  will  need  access  to  the 
public  markets.  There  is  a  whole  range. 

Chairman  Kanjorski.  I  think  what  I  was  trying  to  say,  if  you 
want  to  go  into  business,  you  can  generally  scrape  up  half  a  million 
dollars  from  family,  friends,  and  associates  and  maybe  bank  loans, 
but  you  have  a  difficulty  going  above  half  a  million  because  invest- 
ment bank  houses  do  not  Hke  to  look  at  those  small  propositions. 
They  like  to  stop  at  the  $5  million  or  above  figure. 

So  the  real  gap  here,  that  venture  capital  is  hard  to  come  by,  is 
the— in  the  $500,000  to  $5  million  range. 

And  this  is  a  range  where  somebody  getting  an  idea  for  a  new 
technology  or  defense  conversion  would  get  stopped  because  he  sim- 
ply cannot  raise  it  locally.  He  cannot  get  the  attention  of  the  in- 
vestment banking  community  because  it  is  too  small  a  deal. 

Mr.  McNeish.  That  is  exactly  right. 

[The  prepared  statement  of*^  Mr.  McNeish  can  be  found  in  the 
appendix.] 

Chairman  KANJORSKI.  Is  that  what  your  general  experience  is, 
Mr.  Stewart? 

Mr.  Stewart.  I  am  afraid  the  more  you  have  been  with  this  sub- 
ject, the  less  willing  you  are  to  generalize.  I  just  think  that  the 
SBIC  as  an  instrument  is  35  years  old.  It  has  done  a  great  deal 
of  good;  and  it  trained  two  generations  of  venture  capital  managers 
and  made  a  major  contribution  to  this  country's  economy. 

And  I  am  perfectly  willing  to  concede  that  the  area  between 
$500,000  in  need  and  $5  million  is  a  very  tough  area,  and  it  is  one 
in  which  an  entrepreneur  hits  a  ceiling  very  quickly.  What  I  think 
you  also  have  to  remember  is  we  don't  all  live  in  Phoenix  or  Pitts- 
burgh in  America.  We  have  50  million  people  in  rural  areas,  in  my 
opinion,  who  are  totally  outside  the  technology  change  area  so  far. 
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And  getting  them  into  this  game  is  something  this  country  has  to 
do. 

We  are  not  going  to  face  the  future  with  MIT  and  Stanford  and 
Carnegie  Mellon  and  nothing  more.  You  have  got  a  population  that 
is  not  yet  technologically  literate.  We  are  told  it  is  30  percent  illit- 
erate functionally  in  terms  of  alphabets. 

In  terms  of  technology,  if  we  have  got  5  percent,  that  is  a  lot  and 
the  kind  of  things  that  we  have  been  talking  about,  funding  tech- 
nology, it  is  smaller  yet.  And  the  reason  I  think  it  is  important  to 
bear  in  on  this,  when  I  finally  found  out  how  big  and  diverse  this 
country  was,  was  when  I  had  to  deal  with  the  SBIC  industry. 

I  remember  deciding  cold-bloodedly  that  if  I  was  a  licensing  out- 
fit, I  would  want  to  be  able  to  report  that  I  had  put  at  least  one 
SBIC  within  100  miles  of  every  inhabited  place  in  the  country.  The 
market  won't  do  that.  The  market  will  take  money  from  all  of  the 
country  and  deposit  in  a  few  million  centers  and  will  do  that  end- 
lessly until  all  of  your  investable  assets  are  there,  unless  you  learn, 
I  think,  how  to  move  it  back  to  the  grassroots. 

Chairman  Kanjorski.  How  do  you  get  into  what  I  call  the  sec- 
ondary market?  I  agree  with  you. 

Mr.  Stewart.  It  takes  time.  You  have  to  spread  skill  as  well  as 
money.  There  are  people  now  who  are  going  back  to  rural  areas 
from  big  cities  because  of  lifestyle  considerations.  We  love  it  when 
they  turn  up  in  a  part  of  the  country  and  live  in  the  country  be- 
cause they  become  immediately  a  nucleus  for  knowledge,  invest- 
ment, everything  in  the  town.  Everybody  gets  excited  just  because 
somebody  from  town  knows  all  about  venture  capital  and  is  there 
to  talk  about  it. 

You  can  see  things  begin  to  happen.  What  can  you  do  about  it — 
I  don't  know,  there  are  some  sorts  of  premiums — well,  the  place 
this  bothers  me  the  most,  probably,  is  the  great  disparity  in  per- 
formance between  States  with  respect  to  the  SBIR  Program.  Cali- 
fornia— let  me  just — we  aren't  talking  about  this  very  much.  But 
five  States,  probably  win  50  percent  of  the  SBIR  Program. 

Chairman  Kanjorski.  What  is  the  SBIR  Program.  I  do  not  like 
to  sound  stupid,  but  in  your  terms,  what  is  it? 

Mr.  Stewart.  This  is  a  program  in  which  each  of  11  Federal 
agencies  that  puts  into  the  private  sectors  outside  the  government 
at  least  100  million  bucks  a  year.  They  are  required  by  law  now 
to  take  1.5  percent  of  their  total  R&D  budget  and  set  that  aside 
and  make  small  companies  compete  for  it  on  topics  they  say  are 
important. 

So  the  Department  of  Defense  comes  out  with  a  small-scale  tele- 
phone book  with  800  topics  on  every  possible  technology  you  can 
imagine.  And  if  you  are  a  small  businessman,  defined  as  under  500 
employees  right  down  to  1,  can  you  compete.  What  they  are  putting 
down  are  lists  of  problems.  They  say  we  want  to  see  a  proposal 
that  will  do  X  or  Y  or  Z. 

Chairman  Kanjorski.  Is  that  on  a  50/50  basis? 

Mr.  Stewart.  No,  no,  the  government  puts  it  all  up.  This  is  not 
equity  or  debt.  This  is  grant.  This  is  absolutely  free  money,  if  you 
like. 
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Of  course,  we  all  know  there  is  no  such  thing.  It  costs  you  be- 
tween $5,000  and  $10,000  to  prepare  a  proposal.  Despite  that,  I  am 
used  to  the  time  zones  of  the  SBIC  Program,  in  the  SBIR  Program. 

In  10  years  of  operation,  it  now  draws  over  20,000  proposals  a 
year.  So  the  people  that  tell  you  that  there  are  no  small  high  tech- 
nology companies  in  this  country  just  don't  know. 

Chairman  Kanjorski.  Twenty  thousand  proposals  for  how  many 
projects? 

Mr.  Stewart.  One  out  of  ten  is  funded  at  the  phase  1  level;  and 
this  is  the  biggest,  toughest  Federal  competition  ever  in  the  pro- 
curement area,  and  I  think  the  most  successful.  If  you  win  a  phase 
1,  you  get  now  up  to  $75,000  for  6  months  of  research  to  test  the 
feasibility  of  your  idea.  That  is  just  the  first  step. 

You  file  a  report  on  it.  And  if  it  has  been  successful,  you  are  en- 
couraged to  apply  for  a  phase  2  grant  or  contract.  That  can  be  now 
up  to  $1  million,  normally  up  to  $750,000,  and  that  is  to  fund  2 
years  of  research. 

Now  you  have  taken  your  proven  idea  and  you  are  now  getting 
it  ready  to  go  into  the  marketplace,  and  that  is  the  2  years  that 
is  funded  by  phase  2. 

Before  they  will  give  you  the  phase  2  money,  nowadays  because 
the  competition  is  Keen  enough  so  that  the  government  can  de- 
mand this,  they  look,  we  want  to  be  sure  there  is  a  market.  We 
work  for  the  government.  We  don't  know  much  about  markets. 
Bring  us  a  commitment  from  some  big  company  or  bank  that  says 
they  will  fund  you  into  phase  3  into  the  marketplace,  and  that  is 
a  hard  test  for  a  company  with  an  idea.  But  it  is  happening  every 
day  now. 

Chairman  Kanjorski.  Who  comes  with  the  idea?  The  company  or 
the  government? 

Mr.  Stewart.  The  government  comes  with  a  statement  of  need — 
they  both  do. 

Chairman  Kanjorski.  Who  determines  what  the  need  is? 

Mr.  Stewart.  Technology  people  who  work  in  every  agency. 

Chairman  Kanjorski.  They  say  it  would  be  nice  to  have  an 
antigravitational  machine. 

Mr.  Stewart.  If  we  had  a  semiconductor  chip  that  worked  10 
times  as  fast,  that  would  be  greater  or  a  pilot's  glove  that 

Chairman  Kanjorski.  How  long  does  this  take  to  get  the  first 
funding  and 

Mr.  Stewart.  This  month  the  Department  of  Defense  issued  a 
solicitation.  You  have  3  months 

Chairman  Kanjorski.  Is  it  only  the  Department  of  Defense? 

Mr.  Stewart.  No,  no,  11  agencies. 

Chairman  Kanjorski.  How  does  one  get  to  where  that  informa- 
tion is  offered?  We  would  like  to  get  all  11  of  those. 

Mr.  Stewart.  It  seems  to  me  what  you  do  is  call  me  or  my  wife. 

Mr.  Pages.  It  is  listed  in  the  Congressional  Business  Daily. 

Mr.  Stewart.  It  is  referred  to  in  the  Congressional  Business 
Daily,  and  we  probably  have  by  now  7,500  to  10,000  companies 
competing  due  this  20,000  proposals  a  year.  The  reason  you  find 
out  is  because  you  know  about  the  healtn  field  and  you  know  NIH 
is  in  this  game  and  putting  stuff  out.  When  that  first  solicitation 
comes  out,  you  have  3  months  to  prepare  your  proposal. 
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They  take  another  3  to  6  to  9  months  choosing  a  winner,  because 
they  have  to  circulate  it  among  engineers  and  scientists.  They 
make  the  award.  The  award  gives  you  then  6  months  of  research 
to  do. 

You  do  it,  you  come  back  and  you  apply  for  phase  2.  Another  3 
months  is  burned.  You  get  2  years  of  work.  And  at  the  end  of  the 
2  years,  you  are  supposed  to  have  your  product  or  service  ready  for 
use  by  the  government  or  by  the  private  sector.  One  or  the  other. 

And  we  can't  tell  you  that  it  is  the  greatest  thing  since  sliced 
bread,  we  don't  try.  But  independent  estimates,  the  GAO  has  done 
three  studies  of  this,  indicate  that  it  is  bringing  things  to  market 
at  what  is  to  people  that  come  out  of  the  venture  capital  business 
a  very  high  rate.  It  is  long  and  hard 

Chairman  Kanjorski.  I  have  never  been  terribly  impressed  with 
the  business  acumen  of  bureaucracy.  I  have  been  through  a  few  of 
these  things. 

Mr.  Stewart.  What  the  business — what  the  government  people 
can  do,  and  let's  face  it,  they  don't  live  underwater.  They  get  pretty 
good  ideas  from  business  people  who  are  happy  to  give  them  to 
them  if  they  will  only  listen.  So  they  get  the  idea  for  proposals 
wherever  they  can.  i^d  we  keep  trying  to  improve  that  process, 
their  understanding  of  what  the  market  needs. 

Chairman  Kanjorski.  If  you  are  getting  20,000  proposals,  that 
means  that  there  are  20,000  entities  out  there,  many  of  them  small 
businesses  that  want  to  do  something. 

Mr.  Stewart.  Yes. 

Chairman  Kanjorski.  Has  anybody  overlayed  those  with  the 
technology  we  already  have  that  they  could  take  and  utilize  and 
bring  to  market  or  utilize? 

Mr.  Stewart.  In  a  wav  we  are  doing  that  in  the  SBIR  Program, 
We  have  now  brought  this  new  computer  to  make  it  fast  enough 
to  do  these  things.  We  would  like  to  also  process  data  in  parallel 
so  we  need  some  new  algorithms  invented.  So  the  existing  tech- 
nology base  is  what  these  proposals  are  based  on.  Tliat  is  point 
number  one. 

And  the  reason  I  think  the  SBIR  Program  is  successful  is  it  is 
like  the  SBIC  Program.  You  are  mixing  private  entrepreneurs  and 
public  servants  very  early  on  in  the  process.  And  the  private  entre- 
preneurs are  able  to  do  what  they  know  how  to  do  best,  which  is 
to  size  up  markets,  size  up  products,  estimate  cost,  estimate  prices. 
And  they  do  this  in  the  proposals  they  make.  So  that  the  proposal 
doesn't  mean  anything  unless  it  draws  a  realistic  answer. 

Chairman  Kanjorski.  Let  me  ask  you  something.  It  really  is 
something — obviously,  that  I  am  questioning,  you  as  a  9-year  Mem- 
ber of  Congress,  and  I  am  still  not  fully  aware  of  what  we  have  to 
offer  out  there  and  this  is  my  jurisdiction.  How  many  people, 
percentagewise,  in  the  United  States  are  aware  that  these  pro- 
grams are  actually  out  there? 

Mr.  Stewart.  Very  small. 

Chairman  Kanjorski.  Don't  you  think  we  have  done  one  hell  of 
a  poor  job  in  advertising?  I  am  probably  a  bigger  seller  for  SBICs 
than  anybody  in  my  area  of  Pennsylvania.  I  say,  why  don't  you  go 
and  look  at  the  Small  Business  Investment  Corp.?  They  look  at  me 
like  what  is  it?  Where  are  they?  What  do  they  do? 
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Mr.  Stewart.  Mr.  Chairman,  when  I  was  young  and  optimistc, 
like  some  young  Congressmen  are,  I  used  to  say  that  it  takes  2 
years  for  a  small  businessmen  to  find  out  about  a  new  Federal  pro- 
gram. But  the  lawyers  and  accountants  will  take  that  long  to  find 
out  about  it. 

But  I  have  to  tell  you  that  the  SBIR  Program  has  been  a  public 
program  for  more  than  11  years  and  I  am  convinced  that  at  least 
one-third  of  the  people  that  should  be  competing  don't  know  about 
it. 

Chairman  Kanjorski.  That  goes  back  to  the  piece  of  legislation. 
You  see  that  we  are  trying  to  do  four  elements  in  my  legislation. 
One,  getting  a  one  uniform  data  bank.  That  will  give  us  all  infor- 
mation on  what  the  government  has.  And,  hopefully,  expand  it  to 
include  what  private  enterprise  has  in  licenses  available. 

Presently,  you  have  to  go  knock  on  the  door  and  find  the  right 
person  who  has  an  interest  to  tell  you  about  it  and  there  is  no  ben- 
efit for  him  to  tell  you  about  it.  So  the  likelihood  of  getting  a  re- 
sponse is  not  good. 

But  assuming  we  get  the  data  base  in  place,  and  we  think  we 
can  do  that  in  a  year,  one  of  the  next  elements  is  the  creation  of 
the  American  technology  network,  which  effectively  would  be  a  24- 
hour-a-day  "Discovery-type"  program,  broadcasting  government 
technologies,  government  programs. 

In  other  words,  we  do  20  minutes  on  an  SBIC  and  how  it  works. 
We  would  explain  the  SBIR  Program.  We  would  list  the  programs 
that  are  out  there  so  that  average  people,  that  are  in  business,  that 
want  to  go  into  business  that  are  still  in  school,  or  that  are  in  the 
defense  industry  that  could  get  out  and  convert  this  technology  in 
the  field.  It  seems  to  me  that  this  is  a  very  cheap  format  to  use 
to  advertise  to  all  Americans  what  is  available  to  them.  Do  you  see 
any  downside  to  that? 

Mr.  Pages.  If  I  may  simply  say,  I  recently  read  that  National 
Technology  Transfer  in  West  Virginia  is  setting  up  an  on-line  pro- 
gram that  is  similar  to  that. 

Chairman  Kanjorski.  They  are  part  of  the  program  in  terms  of 
the  data  base,  but  we  will  have  the  data  base  accomplished  in  a 
year.  That  is  already  moving  through.  We  are  going  to  have  the 
data  base. 

The  biggest  part  of  what  I  am  trying  to  do  is  break  down  this 
present  system  where  you  have  to  go  to  a  consultant  or  a  lawyer 
to  find  out  about  what  the  hell  is  available  to  you  through  the  gov- 
ernment. It  seems  to  me  that  should  be  available  to  any  American 
at  any  time  and  it  is  up  to  us  to  educate  them  about  it.  If  we  are 
going  to  spend  half-a-billion  or  $1  billion  for  a  program,  it  seems 
that  we  should  spend  $1  million  to  market  and  do  it  in  an  under- 
standable fashion. 

And  I  cannot  think  of  anything  more  inviting  than  to  see  a  new 
technology  on  CNN  or  Discovery,  and  find  out  how  to  get  into  that 
system.  And  that  is  probably  the  most  innovative  part  of  that  idea; 
how  we  go  about  marketing  not  only  the  technologies  and  licenses 
and  processes  that  are  available,  but  also  the  programs.  We  should 
be  matching  programs  with  resources  out  there  for  people  to  utilize 
without  having  to  hire  very  expensive  people. 
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Mr.  LuDLAM.  Mr.  Chairman,  Milt  mentioned  Bill  Wetzel  at  the 
University  of  New  Hampshire  who  is  the  dean  of  the  researchers 
on  the  capital  formation  in  the  United  States.  He  is  probably  re- 
sponsible for  the  1978  capital  gains  tax  cut.  He  is  a  great  advocate 
for  venture  capital  networks  which  have  been  created  in  many  re- 
gions of  the  country,  which  basically  are  markets  in  which  venture 
capitalists  and  entrepreneurs  can  meet. 

There  is  one  in  New  England.  There  is  one  in  the  mid-Atlantic 
area.  There  are  others  around.  And  they  even  have  cattle  markets 
or  whatever  you  want  to  call  them,  major  conferences.  That  is  a 
private  sector  activity.  It  is  not  the  government  providing  the  intro- 
ductions. It  is  not  the  government's  data  base. 

Chairman  Kanjorski.  But  at  this  point  in  time  you  would  al- 
ready have  a  technology  that  you  would  want  to  move  with. 

Mr.  LuDLAM.  Well,  you  would  have  a  proposal  for  a  technology. 
The  proposals  of  the  entrepreneurs  are  in  every  stage  of  develop- 
ment. 

Chairman  Kanjorski.  Bob  has  clarified.  We  always  make  this 
mistake,  and  in  dealing  with  so  many  people,  we  use  technology 
transfer,  it  has  got  to  have  100  definitions  in  our  system.  And 
maybe  I  should  define  what  I  am  talking  about. 

The  technology  I  want  to  transfer  is  presently  developed  R&D, 
through  the  pilot  stage  and  is  ready  to  go  to  commercialization  or 
has  already  gone  to  some  small  commercialization  but  has  not  been 
moved  into  the  private  market. 

Then  the  second  thing,  when  I  use  the  term  "network,"  you  guys 
are  computer  bugs.  I  am  talking  about  literally  an  American  tech- 
nology network  on  TV.  We  would  have  a  technology  channel  like 
Discovery,  like  CNN,  that  would  share  in  an  entertaining  way  but 
at  developing  gradations  of  understanding  of  technology,  probably 
as  simply  as  possible  so  that  the  entrepreneur  could  understand  it. 
And  if  he  gets  interested  in  the  new  system,  he  could  take  the 
menu  and  deal  with  complexity  by  pulling  it  up  on  his  PC  or  dele- 
gate a  scientist  to  work  on  it. 

We  are  trying  to  alert  the  average  people  in  the  secondary  mar- 
ket as  well  as  the  major  markets  to  the  fact  that,  hey,  we  have 
something  that  can  convert  wastepaper  to  ethanol,  and  we  already 
have  it.  We  spent  $25  million  studying  it  and  it  works,  but  nobody 
has  taken  it  to  commercialization.  It  is  there  and  licensable. 

And  part  of  that  program  that  we  would  have  a  concept  on,  we 
are  going  to  tell  you  that  there  are  200  small  business  investment 
corporations  that  can  put  the  capital  together  or  pool  the  capital 
for  you.  We  want  somebody  to  describe  what  kind  of  prospectus  you 
need  to  develop.  You  could  pull  up  on  the  PC  and  draw  it  off  the 
government  network;  it  is  outlined,  and  you  just  have  to  answer 
the  questions  at  the  end  without  going  to  a  Beltway  bandit  lawyer. 

We  want  the  people  to  be  able  to  go  to  a  single  contract  officer 
of  the  government  and  say  I  am  interested  and  I  want  to  pursue 
this  and  she/he  can  contact  you  on  the  television,  go  through  the 
transaction,  and  you  walk  out  the  door  with  a  contract.  You  do  not 
have  to  spend  the  year  with  the  government. 

You  either  have  it  or  you  don't  have  it  and  you  see  if  you  can 
put  your  money  together.  We  have  a  financing  vehicle  that  we  are 
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working  on  now.  Basically,  that  is  what  this  hearing  is  about,  what 
should  that  financing  vehicle  be. 

I  would  like  to  use  a  good  part  of  the  SBIC.  Legally,  I  do  not 
know  that  that  is  the  only  part  I  would  like  to  use.  It  does  put  into 
place  a  filtering  mechanism  of  private  decisionmaking  as  to  wheth- 
er or  not  this  was  a  ripoff.  I  remember  a  young  man  who  borrowed 
$3  million  from  an  SBIC  to  drill  for  oil  and  paid  himself  a  quarter 
of  a  million  dollars  a  year  until  he  went  bankrupt.  We  do  not  want 
that.  But  we  do  want  people  that  have  the  capacity,  even  if  they 
are  without  funds,  but  I  can  think  to  myself  how  many  people 
graduated  from  the  Wharton  School  or  Harvard  Business  School 
that  probably  are  not  in  that  field  at  all  because  there  are  no  jobs, 
but  they  are  people  that  have  the  capacity,  and  they  have  been 
trained;  they  could  find  businesses  and  attach  to  them  and  find  a 
process  or  technology  and  start  to  run  with  it. 

I  think  we  have  probably  within  the  private  sector  or  in  the  gov- 
ernment sector,  all  of  these  parts  already  in  operation.  No  one  has 
synthesized  them.  No  one  has  bothered  to  notice  how  frustrating 
it  really  is  to  get  through  the  system.  I  guess  you  realize  that  I 
want  to  get  the  idea  from  you,  if  we  can  today. 

What  does  it  take  to  get  through  the  system?  Maybe  I  should  do 
it  in  the  nature  of  what  we  did  last  time  in  a  case  study.  Make  this 
assumption.  There  is  a  John  Smith,  51  years  old,  middle  manage- 
ment, scientific  background,  working  for  General  Dynamics,  in 
Groton,  Connecticut,  has  had  a  fairly  good  salary.  He  is  51  years 
old.  He  has  been  told  that  he  will  be  getting  a  pink  slip  shortly  as 
the  submarine  facility  closes  down,  and  he  has  decided  that  he  does 
not  want  to  work  for  anyone  anymore. 

He  has  20  years  of  sufficient  experience  in  his  life  to  say  that  he 
would  like  to  try  a  business  operation  on  his  own.  But  he  only  has 
savings  or  net  worth  of  half-$l  million;  some  of  it  not  as  convert- 
ible as  he  would  like  it  to  be,  maybe  a  lot  of  it  is  in  his  home. 

Now  he  has  found  a  process  that  the  government  owns  that  he 
thinks  he  could  take  and  convert  to  a  good  small  business  and 
make  money  with  it.  He  has  found  that  he  can  license  this  process. 
He  found  it  in  the  inventory,  he  saw  it  and  talked  to  the  developer. 
He  has  the  ability  to  get  the  license,  but  he  needs  $3  million  to  put 
the  deal  together  to  start.  That  is  his  problem. 

How  do  you  think  we  could  go  about  solving  that  problem?  What 
exists  to  solve  the  problem  already?  I  know  Mr.  McNeish  is  going 
to  say  call  up  one  of  my  SBICs  and  he  is  in  business,  but  I  would 
appreciate  the  whole  panel  participating. 

Mr.  LuDLAM.  I  can  comment  on  the  capital  gains  incentive  that 
goes  for  investments. 

The  capital  gains  incentive  that  was  adopted  in  the  Budget  bill 
provides  incentive  only  for  direct  equity  investing  in  a  small  firm. 
That  is  the  cheapest  form  of  capital  that  a  small  business  can  get. 
There  is  no  carrying  cost  on  the  debt.  They  have  to  give  up  owner- 
ship in  the  firm. 

Chairman  Kanjorski.  How  would  he  know  who  has  $3  million 
to  invest? 

Mr.  LuDLAM.  I  was  mentioning  the  Bill  Wetzel  networks  where 
he  would  meet  with  sources  of  capital.  These  can  be  meetings. 
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There  are  also  bulletin  boards  and  other  networks  and  they  already 
exist  and  that  would  be  one  of  the  places  they  could  go. 

Ms.  Levere.  I  would  say  that  the  place  to  start  is  one  of  those 
places.  If  he  lives  in  the  city,  call  up  the  economic  development  in 
the  city. 

Chairman  Kanjorski.  He  does,  and  the  guy  says,  look  I  make 
$90,000  a  year.  My  job  is  to  make  grants  to  keep  my  operation 
funded.  And  I  do  not  give  a  damn  about  you. 

Ms.  Levere.  I  would  counter  that  in  two  ways.  In  the  city  of 
Pittsburgh  they  have  a  good  economic  development  department 
where  the  folks  are  trained  to  understand  the  range  of  financial 
sources.  That  is  where  the  one-stop  shop  happens.  The  second  place 
where  there  is  not,  where  it  should  happen,  it  should  be  in  the 
small  business  development  centers  and  that  is  where  our  gross 
weaknesses  are.  If  we  were  to  say  that  we  were  going  to  create  a 
primary  care  system  where  the  businesses  could  come  in  and  get 
the  right  information 

Chairman  Kanjorski.  I  have  to  be  critical  of  you.  I  deal  with  a 
lot  of  these  people.  I  do  not  find  them  to  be  entrepreneurial  in  na- 
ture. They  are  bureaucratic  in  nature.  I  do  not  know  if  they  would 
appreciate  a  new  mousetrap  if  they  saw  it.  They  are  like  a  lot  of 
us,  it  is  a  lot  easier  to  maintain  the  status  quo  than  to  take  a  risk. 

So  they  would  much  rather  finance  a  MacDonald's  than  a  new 
computer  or  a  new  process.  And  they  are  geared  that  way.  If  they 
were  not,  they  would  be  investment  bankers. 

Ms.  Levere.  The  point  is  not  that  they  do  the  financing  them- 
selves. The  point  is  that  they  know  enough  that  if  there  is  a  net- 
work in  the  city  of  Pittsburgh 

Chairman  Kanjorski.  I  know,  I  have  just  had  this  experience.  I 
will  give  you  an  example. 

A  young  man  finds  a  new  way  to  make  holes  in  metal,  holes  one 
micron  in  size.  Nobody  else  in  the  world  can  do  it.  If  he  can  succeed 
at  that,  he  can  make  a  metric  printer  that  can  print  the  circuitry 
of  semiconductor  chips,  very  valuable  to  this  field. 

He  goes  to  the  economic  development  people  in  Pennsylvania. 
They  came  up  with  the  Ben  Franklin  project.  He  goes  to  the  Ben 
Franklin  project,  and  those  go  through  the  process  of  30,  60,  90 
days  application.  It  ends  up  that  he  gets  his  grant,  a  part  of  his 
grant  for  that.  He  comes  back  to  me.  I  just  talked  to  him  a  couple 
of  days  ago  and  he  says  you  talk  about  academic  welfare. 

They  gave  me  $35,000  to  contract  with  a  researcher  so  that  we 
can  pay  the  professors  to  do  the  research  that  do  not  know  half  as 
much  about  the  process  as  I  do  about  it.  I  took  the  money  because 
it  looks  nice  on  the  prospectus,  but  it  is  a  waste  of  money. 

We  have  built  these  systems  to  support  the  national  laboratories 
and  the  universities  ana  to  support  the  economic  development  peo- 
ple, but  we  are  missing  the  mark  on  the  people  that  are  really  en- 
trepreneurs in  our  system.  They  are  going  to  put  14  hours  a  day 
in.  They  have  the  dream.  They  have  tne  idea.  Give  me  the  capital 
to  run  with  it.  Let  me  decide  who  I  take  or  do  not  take  with  me. 

Mr.  Stewart  said  I  like  the  SBIRs,  but  you  know  the  average 
businessman  when  he  looks  out  2  or  3  years,  he  has  got  his  rent 
and  costs  and  salaries  to  pay.  He  does  not  want  to  get  involved  in 
2  or  3  years  out  going  through  hurdles.  He  wants  to  find  something 
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he  can  do  that  he  can  reasonably  put  together  and  pay  attention 
so  that  is  going  to  produce  funds  at  the  bottom  line  to  pay  the  cost 
of  an  operating,  succeeding  business  or  else  he  is  going  to  be  out 
of  it. 

The  problem  is  that  working  with  some  of  these  people,  that  can 
be  critical  to  the  people  in  my  district,  thev  give  vou  the  typical, 

f[o  to  the  SBA  or  you  go  to  what  used  to  be  EDA.  These  are  no 
onger  in  this  tvpe  business,  and  the  ARC  as  well.  And  they  give 
you,  what  the  nell,  42  places  to  go.  And  the  next  thing  vou  are 
going  to  do  is  to  go  for  the  next  3  months  of  your  life  talking  to 
people. 

They  will  tell  you  that  they  used  to  have  a  program  but  they  are 
underfunded  and  do  not  have  it  anymore.  Or  they  will  tell  you  that 
we  have  a  process,  but  we  are  in  the  process  of  a  change  of  admin- 
istration and  they  have  not  made  any  appointments  and  so  nobody 
is  making  a  decision  in  that  area. 

It  is  sort  of  like  a  run  around  in  terms  of — I  take  it  as  a  test  of 
fire.  If  you  can  make  it  through,  you  are  either  the  most  nimble- 
brained  person  in  the  world  or  your  staying  power  is  so  fantastic 
you  are  bound  to  make  it. 

But  99  percent  of  the  people  get  out  of  the  system.  It  does  not 
appeal  to  them.  What  I  am  trying  to  look  at  is  something  fast.  If 
we  are  going  to  take  risk,  and  we  recognize  to  take  high  technology 
to  commercialization  is  a  risky  business,  we  are  going  to  lose  a  lot 
of  money  at  it  but  let  us  lose  the  money  easy.  Let  us  ship  it  out 
there  and  hope  we  hit  a  couple  of  Microsofts  or  Apples,  or  that  we 
hit  a  couple  of  Biotechs  and  we  cure  cancer  or  AIDS. 

When  I  criticize  bureaucracy,  it  is  the  speed  that  is  what  I  criti- 
cize. These  people  would  not  be  in  bureaucracy  if  they  had  imagi- 
nation to  take  risks  in  business.  It  is  the  antithesis  of  what  we  are 
tiying  to  get  to.  We  are  trying  to  find  a  way  to  let  the  poor  guy 
wno  has  a  great  idea,  he  is  almost  compulsive,  to  get  that  idea  and 
get  him  into  business.  How  do  we  do  it? 

Mr.  Pages.  One  point  we  need  to  go  back  to  is  that  it  may  be 
a  great  idea,  but  it  is  not  attached  to  a  good  business  plan,  so  if 
you  provide  those  kinds  of  services,  for  planning  and  market 
development. 

Chairman  Kanjorski.  We  will  go  with  that.  It  is  me.  I  know  how 
to  write  a  business  plan.  I  can  hire  a  consultant,  but  you  know 
what  a  business  plan  is.  It  is  a  series  of  questions  that  you  have 
to  answer,  and  it  helps  you  through  the  logic  to  get  you  where  you 
are  going. 

Mr.  McNeish.  But  there  is  no  logic  in  the  government,  Mr. 
Chairman. 

Chairman  Kanjorski.  But  I  think  that  this  transfer  corporation 
ought  to  have  contracts  in  simple  language  that  do  not  need  a  law- 
yer. It  ought  to  have  business  plan  models  so  that  you  could  pull 
up  a  concept  business  plan,  and  have  somebody  test  it  and  check 
it  out,  but  not  go  through  the  consulting. 

Mr.  McNeish.  I  am  shaking  my  head.  I  don't  want  $1  million 
professional  doing  the  business  plan,  but  I  don't  want  the  model  on 
the  computer  either  because  that  is  going  to  tell  you  nothing.  It  is 
a  model  that  gives  you  the  answers,  that  is  what  I  am  concerned 
about. 
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Chairman  Kanjorski,  Business  consultants  only  sit  down  with 
you  and  ask  you  the  right  questions. 

Mr.  McNeish.  He  has  got  to  be  able  to  write  a  business  plan  and 
tell  that  investor  exactly  what  this  is  about,  what  the  management 
team  looks  like.  There  are  some  very  fundamental  things.  And  as- 
sume he  does  that  and  does  it  well.  It  is  not  all  of  that.  It  has  got 
to  be  done  better  than  all  of  those  99  other  business  plans  that 
floated  into  the  SBIC's  office. 

Chairman  Kanjorski.  Then  you  are  going  to  be  making  the  judg- 
ment to  a  large  degree  based  on  how  it  appears  as  opposed  to  what 
the  depth  of  the  idea  is? 

Mr.  McNeish.  I  know  how  it  appears,  but 

Chairman  Kanjorski.  What  I  want  to  get  away  from  is 
grantsmanship. 

Mr.  McNeish.  Assume  he  has  described  the  team,  the  market 
support,  the  whole  business.  OK?  Probably  got  a  very  limited  num- 
ber of  resources  to  go  to  at  the  stage  he  is.  SBIR  you  don't  like  be- 
cause it  is  a  3-month,  6-month,  9-month  project.  It  is  not  going  to 
help  on  the  deal  right  away.  The  angel  networks  is  one.  And  Chuck 
was  right  when  he  said  he  is  going  to  tap  one  of  those. 

But  it  is  going  to  give  him  a  reference  list  or  capacity  to  access 
individual  investors  who  have  to  have,  if  you  will,  surplus  cash  to 
invest  in  potential  deals  where  they  are  going  to  make  some 
money.  And  there  may  be  some  of  those  in  anywhere  in  the  East- 
ern United  States. 

Chairman  KANJORSKI.  Are  we  going  to  find  a  way  through  the 
system  so  that  he  can  send  out  a  proposal  and  have  the  appro- 
priate people  respond  if  they  want  to  hear  more  so  that  he  does  not 
have  to  make  all  of  these  calls? 

Mr.  McNeish.  This  is  to  match  the  investor  with  the  entre- 
preneur, no  middleman. 

Mr.  LuDLAM.  And  the  beauty  of  it  is  that  the  individuals  who  are 
investing  can  afford  to  take  losses.  It  is  not  like  a  government 
which  is  going  to  have  a  political  problem  taking  losses.  These  are 
high-net-worth  individuals  who  have  money  and  they  can  take 
some  losses  they  can  play  the  game  of  1  out  of  10  or  2  out  of  10. 

Mr.  McNeish.  If  he  is  lucky  he  will  find  someone  that  has  made 
holes  in  metal  or  something  like  that  and  knows  the  field.  There 
are  ways  that  the  government  could  support  that  network. 

Mr.  LuDLAM.  There  are  proposals  in  terms  of  seed  money  for  the 
networks  where  the  government  is  not  acting  as  an  advisor.  It  is 
not  marketing  proposals  for  funding.  There  are  offerings  under  the 
Securities  Act  under  reg  D.  There  is  a  private  placement  market 
for  equity  investments  in  a  private,  not  a  public  placement,  but  a 
private  placement  to  certain  selected  high  net  worth  individuals 
and  only  to  a  certain  number  of  them  because  it  is  a  risky  market. 
That  is  a  private  market  that  already  exists  under  the  Securities 
Act,  not  a  public  market,  a  private  market. 

That  is  one  possibility  in  terms  of  the  private  venture  capital 
networks  and  the  angels  who  invest  under  reg  D  or  Score  invest- 
ing. There  are  several  exemptions  from  full  registration,  all  in  the 
private  sector. 
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Mr.  McNeish.  The  question  is  somehow  there  has  to  be  a  mecha- 
nism to  get  him  to  know  what  the  market  is  to  get  him  to  shop 
his  deal. 

Chairman  Kanjorski.  He  cannot  afford  to  spend  6  months  or  1 
year  to  sustain  him  and  shopping  on  the  maybe  or  on  the  come. 
Eventually,  he  is  going  to  get  where  he  is  going  to  be  frozen  out 
because  he  cannot  go  on. 

Mr.  McNeish.  It  could  be  the  angels  or  the  SBIC.  At  that  stage, 
I  doubt  it  at  the  moment.  But  somehow  he  maybe  stumbled  across 
my  organization  and  we  give  him  a  contact  point.  The  telephone 
number,  the  size  of  investments  they  do,  and  that  summary  and  he 
has  to  figure  out  which  companies  he  really  wants  to  shop  with. 
Maybe  a  joint  venture  company  with  a  similar  product  that  will 
need  his  product  when  produced.  He  is  going  to  find  that  kind  of 
access  to  a  market  as  well.  There  is  a  range  of  potentials  there,  it 
is  just  a  question  of  his  nimbleness. 

Chairman  Kanjorski.  Do  you  think  there  is  anything  that  we 
could  do  by  trying  to  help  index  and  cross-reference  this  together 
as  far  as  the  government  can  to  save  the  time,  the  effort,  and  the 
frustration  to  bring  the  private  sector  together.  In  other  words, 
why  should  we  not  have  a  corporation  where  the  guy  out  in  Koko- 
mo,  Indiana,  Wilkes-Barre,  Pennsylania,  shouldn't  make  fun  of  In- 
diana— Pennsylvania,  that  has  the  idea,  can  find  a  way  to  gain  the 
information  people  quickly?  Why  shouldn't  the  government  be  able 
to  interact  with  this  network,  tnis  is  what  you  have  to  do,  and  you 
will  have  a  response  within  7  to  14  days  as  to  whether  anybody  is 
interested  in  floating  you. 

Mr.  LUDLAM.  The  government  can  certainly  facilitate  the  public- 
ity about  the  existence  of  the  existing  private  sector  network,  can 
provide  seed  money  for  those  networks,  training 

Chairman  Kanjorski.  Should  they?  That  is  the  question. 

Mr.  LuDLAM.  That  is  a  case  where  the  government  can  provide 
some  capital  and  some  expertise  to  the  networks  and  then  let  them 
operate  the  networks.  In  that  sense,  they  are  taking  the  risks.  It 
is  entrepreneurs  dealing  with  entrepreneurs,  dealing  with  inves- 
tors, and  inventors  or  whatever  it  happens  to  be. 

The  government  can  stand  above  the  process  and  not  vouch  for 
any  technology,  not  make  any  compromises,  not  get  involved  with 
any  mistakes  in  characterization,  not  be  sued  for  investments  that 
go  bust  or  any  other  liabilities  it  might  have. 

Ms.  Levere.  You  are  providing  the  roads  and  the  infrastructure. 

Mr.  Pages.  Theoretically,  the  Commerce  Department  provides 
this  service  now,  to  some  extent.  They  have  a  clearing  house  on 
State  and  local  technology  initiatives.  But  I  think  you  are  attacking 
the  heart  of  the  problem  there.  It  is  very  difficult  to  access. 

I  am  in  this  business  for  a  living  ana  it  took  me  about  IV2  years 
to  find  out  that  this  office  existed,  and  it  is  staffed  with  a  very 
small  number  of  people,  so  it  does  not  provide  the  sort  of  hands- 
on  service  you  are  looking  to  do.  So  if  we  could  get  more  funding 
or  a  more  user-friendly  service  of  that  type,  I  think  we  would  be 
making  an  important  contribution. 

Mr.  LuDi^M.  On  that  same  proposal,  that  clearing  house  is  an- 
other proposal  I  drafted  for  the  1988  Trade  bill.  The  idea  there  was 
that  the  States  have  industrial  policies  where  there  are  extension 
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services  and  capital  from  public  pension  funds  and  a  whole  variety 
of  programs.  They  tend  to  be  much  more  adventuresome  and  much 
more  connected  with  private  firms  than  the  Federal  Government 
will  ever  be.  They  have  all  of  these  different  programs. 

The  purpose  of  the  clearing  house  at  the  Commerce  Department 
is  to  advertise  those  State-level  industrial  policy  programs,  and  to 
facilitate  communication  among  them,  and  for  the  Federal  Grovern- 
ment  to  learn  from  them,  because  they  are  the  experimenters. 

You  have  got  50  States,  all  of  these  counties,  local  governments. 
They  have  a  degree  of  experimentation  in  terms  of  the  kind  of  out- 
reach and  the  hands-on  programs  you  are  talking  about,  that  the 
Federal  Government  should  use.  They  should  be  laboratories,  and 
in  many  cases  the  program  should  go  through  the  States,  or  even 
the  counties  or  even  the  cities,  because  they  have  all  of  these  facili- 
ties, the  advice,  the  capital,  the  markets,  the  networks,  whatever 
else. 

So  if  you  are  going  to  do  it  through  principally  with  the  govern- 
ment program,  the  clearing  house  can  give  you  all  kinds  of  options 
in  terms  of  programs  that  are  already  in  existence. 

Mr.  McNeish.  The  Federal  Government  is  lousy  at  marketing  al- 
most anything. 

Chairman  Kanjorski.  Absolutely.  That  is  why  in  the  bill  I  have 
put  together,  the  Federal  Cjovernment  does  not  do  it.  The  Federal 
Government  contracts  it  out  to  a  technology  transfer  corporation 
which  is  privately  owned,  privately  financed,  driven  by  the  bottom 
line.  You  lose  your  shirt  if  you  do  not  market  this  stuff. 

We  had  testimony  the  other  day  by  one  of  the  directors  of  one 
of  our  information  services,  and  I  think  he  is  very  proud  of  it.  He 
probably  should  be  considering  the  poor  record.  But  the  record,  if 
I  recall  his  testimony,  was  that  over  the  last  4  years  they  have  suc- 
ceeded in  licensing  314  technologies,  and  that  represents  50  per- 
cent of  all  the  technologies  licensed  by  the  U.S.  Government.  So 
that  in  4  years  only  628  were  licensed,  if  you  take  that  number, 
and  this  organization  has  derived  in  the  4  years  $36,000  in  revenue 
for  doing  that,  and  that  represents  90  percent  of  the  funds  derived 
by  the  Federal  Government  for  licensing  technology  in  the  last  4 
years. 

And  they  are  proud  of  that.  I  guess  it  is  better  than  having  noth- 
ing, but  my  idea  is  that  if  you  are  getting  $9  million  back  in  reve- 
nue on  $70  billion  on  research  and  development,  something  has 
gone  awry.  It  is  hardly  worth  us  being  in  the  business,  it  seems  to 
me.  And  it  seems  also  that  putting  myself  in  the  mind  of  bureauc- 
racy, to  market  something  that  you  do  not  have  to  market  because 
it  does  not  make  anything  to  you 

Mr.  McNeish.  There  is  no  reward  for  it. 

Chairman  Kanjorski.  There  is  no  pattern  out  there  to  drive  you 
or  no  behavioral  reasons  out  there  to  drive  you  to  accomplish  some- 
thing. So  what  we  have  tried  to  do  is  structure  a  private  venture 
operation  that  the  government  would  have  only  a  part  of  and  get 
a  repayment,  but  it  would  be  purely  privately  driven  on  the  bottom 
line  to  take  this  technology,  find  a  market  for  it,  and  find  a  way 
of  marketing  it  or  advertising  it,  and  then  share  in  the  proceeds 
with  the  government  on  whatever  it  markets. 
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It  seems  to  me  that  it  would  be  driven,  there  would  be  an  incen- 
tive for  people  to  do  things.  There  would  be  a  reason  why  you 
would  take  the  20,000  inquiries,  you  go  right  to  SBIR  and  say,  give 
me  the  name  of  these  20,000  people  who  put  in  proposals,  because 
I  am  going  to  do  a  search  of  technologies  related  to  their  type  of 
business,  do  a  computer  overlay,  and  send  out  information  imme- 
diately, contact  them,  come  on  in,  we  have  got  some  technologies 
that  you  might  be  interested  in  buying.  Who  else  is  going  to  do 
that? 

It  always  reminds  me  of  government  lawyers  that  run  defense  or 
government  services.  If  you  have  ever  met  them,  they  look  forward 
to  picking  up  that  telephone  at  5:05  in  the  afternoon  just  to  get  the 
700th  file  as  much  as  taking  hemlock  poison.  It  is  just  like,  why 
do  it?  They  do  not  get  paid  anything  for  it,  they  just  take  another 
headache,  another  annoyance  on.  The  guy  that  stays  there  at  7,  8, 
9  at  night,  he  is  driven  for  an  entirely  different  reason  than  altruis- 
tic reasons,  generally.  We  sort  of  miss  that  in  the  government. 

On  the  other  hand,  we  are  the  only  ones  that  have  the  informa- 
tion, we  are  the  only  ones  that  can  structure  an  easy  flow  and  put 
the  financing  up  front  to  do  it,  and  I  think  we  have  the  largest  in- 
terest to  get  it  done.  After  all,  you  know,  as  I  think  you  made  the 
point,  new  technologies  do  not  necessarily  build  jobs,  so  it  is  not 
a  political  thing,  it  is  just  creating  a  firmer  base. 

If  we  want  higher  taxation  in  the  country,  higher  productivity 
and  a  higher  standard  of  living,  I  think  that  there  is  a  driven  force 
in  government  to  do  that.  But  private  enterprise,  they  are  inter- 
ested in  the  profit  motive  out  of  their  simple  thing.  They  are  not 
interested  in  hiring  more  people  to  do  something.  They  are  going 
to  use  the  mechanics  or  the  things  that  use  the  least  amount  of 
employees  and  the  least  amount  of  cost  to  get  the  highest  profit, 
which  they  should,  to  be  more  productive. 

Mr.  LUDLAM.  In  terms  of  the  20,000  SBIR  proposals,  I  have 
talked  to  some  venture  capitalists  who  recognize  that  that  is  a  tre- 
mendous potential  for  them.  Some  of  it  will  be  funded  by  the  gov- 
ernment, but  not  many. 

Mr.  Stewart.  Few. 

Mr.  LuDLAM.  There  is  not  much  of  a  network  in  terms  of  the 
other  proposals  where  they  can  match  up  the  venture  capital.  The 
Chairman  of  the  White  House  Conference  in  Small  Business  in 
1995,  and  I  have  personally  talked  about  this.  He  is  interested  in 
these  proposals,  and  you  could  work  out  a  network  with  private 
venture  capitalists  to  market  those  other  19,000  that  don't  get 
funded  by  the  government. 

Chairman  Kanjorski.  Can  you  get  us  Bill  Wetzel's  material? 

[Mr.  Wetzel  subsequently  testified  at  the  Subcommittee's  Novem- 
ber 16,  1993,  hearing  and  the  material  referred  to  here  can  be 
found  in  the  appendix  for  that  hearing.! 

Mr.  Pages.  The  same  process  would  work  for  the  Defense  Con- 
version Program,  the  technology  reinvestment  project.  There  are 
2,800  applicants  for  that  and  there  is  an  assumption  that  up  to 
maybe  300  might  receive  funding.  So  there  are  2,500  applicants 
who  receive  no  support.  Of  that,  half  may  have  good  ideas.  There 
could  be  some  sort  of  informal  linkages  created. 
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Chairman  Kanjorski.  It  seems  to  me  from  the  testimony  that  we 
certainly  have  an  entrepreneurial  market  out  there.  We  have  peo- 
ple who  want  to  do  things,  and  they  will  make  money  and  they  will 
create  jobs  and  increase  American  productivity.  It  is,  I  guess,  how 
we  get  to  them. 

I  know  that  I  have  been  trying  your  patience  for  a  long  time,  but 
I  wanted  to  ask  probably  each  panelist  if  they  could  give  us  the 
three  top  suggestions  of  what  we  should  do.  You  know  the  legisla- 
tion we  have.  You  know  our  jurisdiction.  What  should  the  govern- 
ment do?  If  you  were  in  a  dream  world  and  could  make  a  wish  list, 
what  are  the  first  three  things,  the  top  three  things  we  should  do? 
We  will  start  with  Mr.  Stewart. 

Mr.  Stewart.  I  have  given  you  six  here,  and  I  know  they  are 
small,  but  I  am  terribly  anxious  to  leave  a  record  which  maybe 
misrepresents  how  people  feel,  how  witnesses  feel,  anyway.  It  is 
very  hard  to  say  to  you,  no,  don't  do  it,  because  the  problem  is 
there  and  it  is  enormous.  We  have  a  country  that  is  still  coming 
out  of  one  kind  of  economy  and  moving  into  another,  and  we  have 
to  remake  every  institution  in  it.  And  I  mean  every  institution. 
And  it  is  painful,  and  it  is  not  very  easy  to  see  very  far  down  the 
road. 

So  the  things  I  have  most  confidence  in  are  small  things  that  I 
know  will  work,  and  I  work  it  one  or  two  or  three  steps  further. 
When  I  get  down  to  the  ring  on  the  floor,  what  I  am  afraid  of  most 
is  that  you  are  going  to  wake  up  one  day  disillusioned  as  anyone 
has  ever  been  when  you  find  out  that  the  treasure  trove  of  Federal 
technology  isn't  maybe  what  you  think  it  is. 

I  have  been  in  a  room,  Mr.  Chairman,  with  people  who  invest 
money  in  technology,  where  somebody  from  the  Department  of  En- 
ergy had  made  a  speech  and  was  explaining  to  us  what  he  really 
meant  and  whatnot.  They  have  3,000  patents,  right  on  the  shelf, 
just  lying  there  doing  nothing,  and  then  I  heard  all  of  these  other 
people  ask  him,  why  do  you  think  they  are  living  on  the  shelf? 
Don't  you  think  we  have  employees  in  Washington  looking  at  pat- 
ents, government  patents  as  well  as  private  sector  patents?  You  are 
not  outside  the  marketplace.  You  are  just  on  the  edge  of  it.  We 
watch  you  all  the  time. 

Now,  it  might  be  worth  doing  it,  what  you  are  talking  about,  just 
to  find  out  what  the  truth  is,  because  it  is  an  open  issue.  Now,  with 
me,  that  is  a  reason  I  am  a  sucker  for  something  like  the  SBIC  and 
the  SBIR.  You  are  mixing  characteristics  of  both  the  private  and 
public  sector,  both  of  which  we  understand,  and  we  are  using  each 
of  them  the  way  they  are  meant  to  be  used. 

What  I  worry  about  is,  50  years  of  technology  development  with- 
in the  Federal  Grovernment,  where  the  objective  had  to  do  with  nu- 
clear energy,  defense,  health,  welfare,  pollution,  all  sorts  of  things, 
and  we  say,  there  must  be  stuff  in  there  that  is  commercializable. 
It  doesn't  have  to  be  at  all. 

Chairman  Kanjorski.  What  if  you  know  there  is?  I  know  there 
is.  I  know  at  least  three  or  four 

Mr.  Stewart.  Then  you  have  to  ask  the  question,  is  there 
enough  to  warrant  the  kind  of  apparatus  you  are  talking  about? 

Chairman  Kanjorski.  Let  me  give  you  one.  Patent  5  million  held 
by   the   University   of  Florida.    It   is    an    enzyme    worked   off  of 
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mutations,  and  genetically  reworked,  so  that  it  attacks  cellulose, 
paper,  wastepaper,  converts  it  to  ethanol  at  a  very  low  cost,  simul- 
taneously in  one  atmosphere  with  the  bacteria.  You  put  the  waste- 
paper  in,  put  the  enzyme  and  the  bacteria  in,  and  out  the  other 
side  flows  ethanol. 

Fifty-seven  percent  of  the  municipal  waste  in  this  country  is  cel- 
lulose, easily  separable.  Taking  that  enzyme  product  and  taking 
that  wastepaper,  you  would  probably  be  able  to  provide  25  percent 
of  the  fuel  necessary  to  drive  or  mix  with  gasoline  to  create  an 
ethanol -gasoline  mixture  at  50  cents  a  gallon.  That  is  what  it  costs 
to  do  it.  You  would  make  a  profit.  That  is  when  you  get  the  paper 
for  nothing. 

But  New  York  is  paying  you  $40  a  ton  to  take  the  paper.  They 
are  paying  the  Chinese  to  take  it.  Nobody  in  America  is  smart 
enough  to  do  anything  here  at  $40  a  ton,  which  surprises  me. 

That  technology  has  been  around  for  the  last  20  years.  It  is  to 
the  point  now  where  they  have  a  patent,  they  are  ready  to  go.  No- 
body is  doing  it  anywhere,  because  it  is  a  high  risk,  high  capital 
initiative. 

I  happened  to  have  a  hearing  in  Hawaii  this  summer,  and  went 
to  some  of  the  islands.  They  have  two  things  happening  in  Hawaii. 
The  sugarcane  business  is  leaving  and  going  to  the  Philippines. 
That  is  the  major  employer  of  their  farmworkers.  And  the  pine- 
apple groves  are  shutting  down  because  they  can  grow  them  in 
other  areas  of  the  Pacific  much  cheaper. 

So  they  have  massive  amounts  of  land  that  grow  cellulose  at  the 
fastest  rate  of  almost  anywhere  in  the  world.  And  they  have  a  large 
part  of  the  work  force  that  will  be  unemployed.  At  the  same  time, 
they  charge  about  $1.70  to  $1.90  for  the  gasoline  that  they  have 
to  import.  They  use  an  awful  lot  of  it,  and  Honolulu  is  not  the 
sweetest-smelling  city  because  of  it. 

It  strikes  me  here  you  have  the  natural  living  circumstances,  it 
grows  cellulose,  you  have  a  need  for  fuel,  you  are  importing  that 
fuel  today.  Why  in  the  world  doesn't  someone  take  that  technology 
and  move  out  there  and  become  a  manufacturer?  And  if  you  are 
successful,  if  you  are  successful,  you  are  now  3,000  or  4,000  miles 
away  from  Hong  Kong,  Tokyo,  and  Los  Angeles  and  San  Francisco, 
so  you  are  in  the  most  ideal  circumstance  of  location  to  ship  to  the 
ports  of  the  area  on  the  Pacific  rim  and  the  Western  rim  of  the 
United  States  that  need  this  product,  that  you  could  produce  cer- 
tainly in  unlimited  amounts. 

Now,  why  does  that  not  happen?  Well,  I  happen  to  know  a  lot 
about  that  business  because  I  have  followed  this  scenario  for  about 
5  years.  It  was  something  I  was  interested  in  before  I  came  to  Con- 
gress, and  I  almost  got  into  the  business  of  buying  the  patent  but 
decided  to  run  for  Congress  instead  because  of  the  frustration,  ex- 
actly what  we  are  talking  about,  2  years,  trying  to  buy  the  patent 
and  set  it  up.  Then  finally  said  it  would  be  easier  to  run  and  get 
into  Congress. 

But  I  think  the  thing  is,  one,  the  people  in  the  academic  world 
have  no  idea  how  to  negotiate  or  set  up  a  deal.  To  them  it  is  their 
life's  work  so  they  do  not  want  to  give  it  away.  They  are  worried 
about  striking  the  deal  right. 
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Two,  most  people  in  the  financial  business,  when  they  look  at 
something,  it  takes,  these  plants,  $100,  $100  million  apiece,  they 
are  high  capitally  intensive.  And,  of  course,  we  are  never  sure  that 
the  Arabs  won't  reduce  the  price  of  oil  to  $2  a  barrel,  which  would 
destroy  the  investment.  And  I  have  to  say  that  probably  the  only 
people  that  understand  that  fuel  business  and  could  do  it  are  the 
large  oil  and  gas  companies,  and  the  reason  they  have  not  is  be- 
cause it  is  the  one  segment  of  the  field  that  would  make  them  mo- 
nopolistic. So  in  order  to  avoid  antitrust  laws,  that  is  the  area  they 
have  not  gone  into,  ethanol  production. 

Now,  should  an  entrepreneur  be  able  to  put  that  together?  It 
seems  to  me,  hell,  yes.  Should  the  government  be  invo  ved?  Yes. 
They  should  build  the  plant  in  the  Hawaiian  Islands,  because  if 
you  are  successful  you  take  care  of  the  labor  problems  they  are 
going  to  have  because  of  the  loss  of  farm  work.  You  clean  up  the 
air,  and  you  certainly  have  to  be  able  to  beat  the  price  of  gasoline 
sold  in  those  islands  as  a  very  high  cost.  You  would  get  the  govern- 
ment to  be  part  of  this. 

Will  it  be  done?  I  do  not  know.  I  am  working  with  Senator 
Inouye,  Mr.  Abercrombie,  and  Mrs.  Mink  on  this  subject.  But  it  is 
very  difficult  to  get  people  to  begin;  that  is  a  technology  that  is  20 
years  in  existence.  It  is  not  a  small  business.  It  is  a  medium-sized 
business.  It  is  not  big  enough  for  the  fat  cats  on  Wall  Street  to  real- 
ly get  excited  about  because  certainlv  it  is  not  going  to  be  a 
Microsoft.  But  it  is  a  brand  new  technology  that  would  cut  the  cost 
of  energy,  clean  air  environmentally,  and  put  people  to  work  in  an 
area  they  are  about  to  go  out  of  work.  And  all  the  steps  are  there, 
and  all  it  takes  is  an  entrepreneur  to  do  it. 

Mr.  Stewart.  I  am  on  both  sides  of  this  one,  I  have  got  to  tell 
you  that.  On  the  one  hand,  I  am  sure  things  like  this  do  fall  be- 
tween the  cracks,  aren't  brought  to  market  as  early  as  they  should 
be  and  as  well  as  they  should  be. 

At  the  same  time,  an  awful  lot  of  money  is  lost — remember,  the 
failure  rates  are  enormous  at  these  levels  of  risk,  and  man,  you 
know  it  when  you  go  into  the  business,  but  it  isn't  until  your  first 
disaster  that  you  really  know  it,  when  your  decision  has  resulted 
in  the  loss  of  a  million  and  a  half  bucks,  and  you  have  got  to  get 
up  the  next  day  and  you  have  got  to  make  another  decision  about 
another  deal. 

And  those  are  qualities  that  I  don't  think  are  spread  around 
among  the  human  race  very  broadly.  You  have  got  to  be  good  at 
both.  You  have  to  be  tough  as  nails  and  have  a  head  for  business 
and  know  what  it  is  all  about  and  you  have  to  aioo  understand 
technology.  That  is  almost  two  lifetimes  of  training  and  experience 
in  one  guy.  And  that  is  one  of  the  things  that  makes  it  tough. 

I  also  tnink  there  is  a  risk — ^forgive  me  for  rubbing  it  in — in  gen- 
eralizing from  1,  5,  or  10  examples.  I  think  you  have  to  be  sure 
that  the — ^not  sure,  but  the  probability  has  to  be  that  the  candle 
is  going  to  be  worth  the  game.  The  cost  of  an  enterprise  like  the 
one  you  are  describing  is  not  going  to  be  small.  By  government 
standards,  nobody  will  notice.  You  can  give  it  a  fair  trial  for  not 
too  much  money,  I  would  think.  And  it  is  probably  worth  trying. 

Once  again,  I  have  got  more  confidence  in  the  things — well,  it  is 
a  coward's  way  out,  with  the  things  that  have  begun  to  establish 
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that  they  can  work,  and  carrying  them  a  little  further.  So  that,  for 
example,  to  me,  phase  3  of  the  SBIR  business  is  the  fishing  ground 
that  you  should  be  looking  at  rather  than  all  the  clutter  of  tech- 
nology from  all  over  the  government.  Phase  3  here,  a  technology 
entrepreneur  has  already  risked  not  just  the  government's  money, 
he  has  risked  his  own  time,  effort,  his  own  company's  future.  You 
have  got  some  preconditioning  of  the  whole  affair  to  make  you 
think — to  make  it  more  probable  that  there  is  a  market.  I  don't 
think  I  am  adding  anything  to  the  discussion.  I  will  shut  up. 

Chairman  Kanjorski.  No,  I  take  your  constructive  criticism  well. 
I  certainly  am  looking  at  it. 

Mr.  Ludlam. 

Mr.  Ludlam.  You  wanted  three  priorities.  I  would  just  comment 
on  your  example.  I  think  it  is  a  biotechnology  company,  and  if  it 
is,  the  collapse  of  capital  markets  in  the  medical  field  has  had  an 
impact  on  the  other  elements  of  biotechnology. 

Biotechnology  is  a  rather  broad  technology  which  deals  with  in- 
dustrial processes,  genetic  engineered  animals,  and  foods.  We  are 
about  to  get  the  first  whole  food  to  be  marketed,  the  Flavor-Saver 
tomato.  It  is  genetically  engineered.  You  take  out  the  enzyme,  it 
doesn't  rot,  and  it  will  stay  on  your  shelf  3  or  4  weeks  before  it 
rots.  That  is  another  example. 

The  collapse  in  the  medical  field,  which  is  most  of  the  money  and 
the  earlv  money  and  the  best  developed  technology,  has  damaged 
the  markets  for  other  biotechnology  companies. 

Pennsylvania  is  the  seventh  largest  concentration  of  bio- 
technology companies  in  the  country:  $270  million  in  biotechnology 
in  Pennsylvania. 

Price  controls  are  our  top  priority.  Two  is  fixing  the  venture  cap- 
ital incentive  enacted  last  year.  I  had  seven  proposals  on  that.  We 
are  working  on  a  bill  to  fix  it.  I  will  be  happy  to  give  you  the 
details. 

We  have  at  least  three  proposals  on  the  R&D  credit  in  terms — 
three  or  four  proposals  in  terms  of  problems  for  it.  The  basic  prob- 
lem is  that  a  company  needs  to  have  tax  liability  in  order  to  claim 
a  credit.  If  they  don't  have  tax  liability,  which  in  most  cases  is  true 
for  our  companies,  the  credit  is  a  carryforward. 

Chairman  KANJORSKI.  Do  you  want  the  carryforward  or  do  you 
want  to  sell  it  off? 

Mr.  Ludlam.  Making  the  credit  permanent  would  be  important 
to  start  with.  A  partially  refundable  credit  is  something  we  are 
working  on  in  terms  of  the  targeted  refund.  For  example,  a  refund 
might  be  only  for  companies  that  are  small,  only  for  companies 
that  have  additional  unclaimed  R&D  credits  in  the  current  year, 
and  then  the  refund  would  be  only  up  to  the  amount  of  the  sus- 
tained effort  in  R&D. 

You  couldn't  have  effort  in  the  past  that  has  not  been  sustained. 
We  are  trying  to  target  it  in  a  way  that  won't  kill  us 

Chairman  Kanjorski.  But  you  will  not  be  able  to  sell  the  credit 
off? 

Mr.  Ludlam.  Either  you  could  lease  it  or  refund  it.  Either  you 
could  lease  or  you  could  refund  it. 

There  is  a  third  proposal,  very  threatening,  which  is  being  con- 
sidered now  by  Ways  and  Means  and  Finance.  That  is  to  reduce 
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the  amount  of  the  R&D  credit  based  upon  the  spread  between  the 
exercise  and  the  grant  price  on  a  stock  option.  They  wouldn't  count 
the  spread  on  a  stock  option  as  wages  for  purposes  of  the  R&D 
credit,  so  that  would  be  a  double  hit,  not  only  reducing  the  value 
of  the  R&D  credit  but  reducing  the  incentive  for  the  stock  option, 
which  is  particularly  disastrous  for  oil  companies. 

Those  are  three.  But  I  will  just  mention  three  others  in  a  sen- 
tence. There  is  a  problem  with  net  operating  losses,  section  382. 
You  lose  your  losses  on  an  NOL — which  is  often  our  company's 
most  important  asset — if  you  change  ownership,  meaning  you  add 
new  investors.  You  can  lose  your  NOL's,  a  big  problem  with  382. 

We  have  the  FASB  stock  option  proposal,  to  require  accounting 
on  the  stock  options,  which  will  take  most  of  our  companies  further 
into  the  red.  And  then  you  have  problems  with  securities  fraud 
suits,  where  virtually  all  the  entrepreneurial  companies,  as  soon  as 
their  stock  price  drops,  which  happens  to  many  of  them  at  some 
point  in  their  life  cycle,  they  immediately  get  sued  for  stock  fraud 
for  having  failed  to  reveal  some  material  fact  that  would  have 
warned  investors  about  the  prospect  of  a  drop. 

Chairman  Kanjorski.  The  last  question  you  mentioned  is  the 
real  problem,  or  the  last  issue.  It  is  growing  at  a  high  rate  because 
of  the  fluctuation? 

Mr.  LuDLAM.  It  is  almost  automatic.  There  are  now  law  firms 
which  are  entrepreneurial  which  have  decided  this  is  a  wonderful 
way  for  strike  suits  against  firms.  The  potential  liability  is  stagger- 
ing, because  they  are  all  class  actions.  So  the  incentive  to  settle  it 
is  overwhelming  for  a  firm  that  has  no  cash-flow,  limited  capital, 
waiting  to  an  FDA  approval,  facing  price  controls. 

Chairman  Kanjorski.  I  think  you  can  all  agree  that  we  should 
kill  the  lawyers. 

Mr.  Pages. 

Mr.  Pages.  I  will  give  you  something  very  general,  something 
specific,  and  then  something  very  specific  related  to  your  proposal. 
First,  all  I  would  say,  don't  reinvent  the  wheel.  There  are  a  lot  of 
good  State  and  local  programs.  Look  at  those  and  try  to  use  those 
as  models,  and  if  possible  utilize  those  programs  and  expand  them 
nationally  rather  than  creating  a  new  bureaucracy  here  in 
Washington. 

The  second  thing  I  would  suggest  is  look  at  some  way  to  get 
funds  to  companies  trying  to  convert,  through  defense  conversion, 
any  type  of  program  that  is  going  to  get  working  capital  to  those 
kind  of  firms. 

My  third  point  is  a  followup  on  Mr.  Stewart's  point  in  your  pro- 
posal for  the  technology  network.  I  think  it  is  important  to  remem- 
ber that  there  is  probably  not  a  whole  lot  of  crown  jewels  in  the 
Federal  Government.  If  they  were  there  in  terms  of  technology,  I 
think  the  venture  community  would  have  found  them.  But  there 
are  a  lot  of  very  smart  people.  So  try  to  link  people  in,  whether  this 
person  is  an  expert  on  metallurgy 

Chairman  Kanjorski.  I  should  say  for  Mr.  Stewart's  benefit  that 
in  regard  to  the  NTIS,  the  Japanese  have  roughly  21  fullv  paid 
people  attached  to  the  Embassy  that  every  day  do  nothing  else  but 
go  over  there  and  read  all  of  those  papers.  It  is  not  by  chance  that 
they  are  licensees  of  90  percent,  the  90  percent  of  the  licenses  of 
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that  process.  There  are  very  few  large  American  corporations  or  en- 
tities that  have  that  interest,  because  it  is  really  not  their  direct 
interest  to  spend  the  money  to  be  out  there  looking  at  that  process. 
But  go  ahead. 

Mr.  Pages.  I  agree  you  ought  to  include  technologies,  but  also  in- 
clude people.  When  you  say  this  person  is  an  expert  on  metallurgy, 
they  are  available  to  help  you,  something  along  those  lines  to  bring 
it  aown  to  earth.  That  may  be  something  you  might  want  to  in- 
clude in  a  network  proposal. 

Chairman  Kanjorski.  The  other  area  I  wanted  to  mention  to 
you,  the  reason  we  wanted  to  get  the  corporate  structure  was  not 
only  to  get  to  the  vaults  of  the  government,  but  also  to  in  my  way 
of  thinking,  there  is  no  better  incentive  than  the  bottom  line  for 
private  corporations  to  spin  off  the  patents  that  they  have  that 
they  do  not  intend  to  sell  that  are  very  good,  and  that  they  have 
volumes  of  them. 

And  recently  in  testimony  before  me,  Westinghouse  indicated 
that  they  had  gone  through  a  patent  search  and  identified  every- 
thing they  did  not  want  to  develop  themselves,  and  then  made  it 
available  to — what  city  was  that?  Charleston,  South  Carolina, 
around  one  of  their  major  installations.  You  could  have  any  patent 
they  were  not  going  to  use  for  $25  if  you  made  a  condition  to  build 
a  plant  and  do  the  operation  within  a  radius  of  that  area,  which 
I  thought  was  a  nice  start. 

But  then  I  thought,  how  many  more  patents  are  out  there  in  the 
private — and  there  is  no  market  to  sell  that.  There  is  no — I  mean, 
there  is  a  market  for  it,  obviously,  but  there  is  no  disbursement  of 
what  is  out  there.  The  average  small  businessman,  medium-sized 
company,  without  spending  an  inordinate  amount  of  money  and 
doing  a  single  customized  search  can  really  find  out  what  is  avail- 
able, and  because  of  proprietary  interests  and  all  that,  confidential- 
ity, it  is  very  difficult  to  get  into  that  system. 

So  we  were  hoping  this  would  also  become  a  marketing  tool  for 
the  private  American  companies.  But  everywhere  I  go,  I  go  through 
our  laboratories.  I  went  through  Bell  Labs  one  time  in  New  Jersey. 
What  a  phenomenal  amount  of  material  they  have  that  could  keep 
businesses  going  forever  and  they  just  use  a  very  small  part  of  it. 

Mr.  Pages.  I  know  that  is  the  case  with  many  of  the  defense 
businesses.  They  do  not  want  to  create  competitors.  If  there  is  some 
way  to  introduce  incentives  to  encourage  them  to  license  that  tech- 
nology, that  would  be  very  useful. 

Ms.  Levere.  Create  economies  of  scale  for  the  businesses,  for  the 
corporations,  and  the  inventors  in  the  information  flow,  the 
infrastructure. 

Two,  I  think  capitalize  the  local  financial  institutions  that  serve 
local  needs  that  can  deal  with  this  higher  risk  gap  that  exists  be- 
tween venture  and  capital. 

Chairman  Kanjorski.  How  would  you  do  that?  Banks,  you 
mean?  Encourage  banks  to  give  SBICs? 

Ms.  Levere.  Nonbank  institutions,  but  have  the  communication 
between  the  two  so  you  can  transition  them. 

Chairman  Kanjorski.  So  if  we  were  trying  to  do  a  demonstration 
of  this,  would  you  encourage  us  to  identify  a  few  secondary  market 
areas  in  the  country  and  to  establish 
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Ms.  Levere.  Where  there  is  technical  capacity  to  serve  the  busi- 
nesses with  the  financial  capacity.  We  have  both  ingredients  in 
place. 

And  the  third  thing  I  would  do,  for  when  they  get  a  little  older, 
because  that  is  where  the  secondary  market  is  critical,  to  be  able 
to  get  long-term,  fixed-rate  financing,  which  businesses  can't  get, 
you  can't  finance  a  building  on  30  years. 

Chairman  Kanjorski.  You  are  aware  of  H.R.  2600,  I  assume? 

Ms.  Levere.  A  long  time  with  Velda  Sue. 

Chairman  Kanjorski.  Mr.  McNeish,  the  final  indictment. 

Mr,  McNeish.  Just  take  any  two  of  the  separate  recommenda- 
tions I  made  in  my  testimony. 

But  as  a  third,  I  would  strongly  encourage  you  to  keep  banging 
away  at  the  subject  as  well  as  you  are  doing,  particularly  with  your 
colleagues  in  the  Congress.  This  is  one  of  the  most  enlightened, 
educational  hearings  I  have  been  at,  and  I  appreciate  the 
opportunity. 

Chairman  Kanjorski.  I  appreciate  that. 

In  closing,  I  just  want  to  say,  I  certainly  come  from  a  legal  back- 
ground, and  it  is  a  tough  business,  but  I  have  got  to  tell  you  that 
we  do  not  have — and  you  know  fi-om  your  experience  on  the  Hill — 
a  real  strong  business  background  in  either  of  the  two  Houses  of 
Congress.  And  as  a  result,  we  are  not  able  to  add  sometimes  those 
areas  that  should  be  clear  to  anyone  else. 

One  of  the  reasons  I  am  having  the  roundtable  discussions,  and 
they  have  really  been  helpful  to  us — unfortunately,  today  we  did 
not  get  more  than  the  two  members  and  myself  present — ^but  it  is 
sort  of  a  learning  opportunity.  We  gained  more  out  of  you  today 
than — just  to  see  what  is  happening  in  your  field.  It  has  really 
been  very  helpful  when  you  let  your  hair  down  and  you  are  honest 
with  us  and  you  jump  in  and  criticize.  I  appreciate  it. 

Mr.  Stewart,  you  cannot  hurt  my  feelings.  I  have  got  thick  skin. 
But  I  appreciate  your  candor.  That  is  something  those  of  us  who 
sit  on  this  side  of  the  table,  we  never  get.  Everybody  comes  up 
here — I  do  not  know  what  they  think  Members  of  Congress  or  Sen- 
ators are.  As  President  Eisenhower  said,  "You  can  appreciate  a  pol- 
itician because  he  puts  his  pants  on  one  leg  at  a  time  like  everyone 
else,"  except  for  females.  But  the  point  is  that  there  isn't  any  damn 
difference  between  them  and  anybody  else  out  there.  I  appreciate 
the  candor. 

Mr.  Stewart.  Mr.  Chairman,  I  just  want  to  second  what  Peter 
said.  I  think  one  of  the  things  that  worries  me,  I  have  been  a  staff 
man  in  both  Houses,  and — so  I  know  politicians  really  want  people 
to  be  straight  with  them.  One  of  our  problems  still  is,  how  do  you 
organize  the  Chambers  to  deal  with  a  subject  like  this? 

You  take  a  look  at  what  we  have  toucned  on  today — ^regulation, 
banking.  State  and  local  taxes.  Everything — procurement.  Every- 
thing under  the  Sun.  If  we  really  wanted  to  have  at  it  from  a  legis- 
lative standpoint,  we  would  be  running  up  and  down  the  Hill  for 
the  next  10  years. 

Back  about  a  dozen  years  ago  there  was  a  Member  from  my 
home  State,  my  native  State,  New  York,  Stan  Lundine,  now  the 
Lieutenant  Governor  up  there,  and  he  had  a  technology  task  force 
of  some  sort.  It  may  have  been  only  the  Democrats,  I  don't  know. 
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But  I  have  wondered  whether  we  don't  need  some  apparatus  within 
the  Chamber  so  Members  can  keep  enhghtening  one  another  about 
it,  because  this  is  a  subject  matter  that  has  no  beginning  and  no 
end. 

Chairman  Kanjorski.  I  am  trying  to — we  are  moving  toward 
those  areas,  but  our  problem  is  nomenclature.  Technology  transfer. 
I  recently  went  out  to  Cleveland  to  go  through  the  technology 
transfer  center  out  there,  thinking,  they  are  actually  doing  some- 
thing. Little  did  I  realize  what  they  are  really  doing  is  what  I 
thought  manufacturers'  representatives  would  be  doing,  that  is 
what  it  is.  That  is  not  technology  transfer.  That  is  showing  you  a 
machine  to  do  something  faster  than  you  are  probably  doing  today. 
That  is  improving  process  and  machinery  and  upgrading.  We  need 
that. 

But  you  get  from  that  point  and  then  you  go  to  another  agencv 
that  a  laboratory  is  trying  to  sell  a  new  technology  and  it  is  all 
lumped  into  the  one  thing  called  technology  transfer. 

And,  quite  frankly,  our  failure  to  better  identify  what  this  thing 
is  that  what  we  are  talking  about  confuses  people.  Everybody  here. 
It  is  like  everything  else,  everybody  is  for  technology  transfer,  but 
we  do  not  know  what  it  all  means.  It  is  like  Democrats,  they  do 
not  all  have  the  same  philosophy  but  they  belong  to  a  disorganized 
party  or  something. 

Mr.  Stewart.  Can  I  have  permission  to  put  this  in  the  record 
from  my  hometown  business  newspaper.  What  this  talks  about  is 
the  actual  share  of  bank  loans  that  go  to  small  business  in  Arizona. 
And  it  made  page  1. 

Now,  they  reier  in  here  to  a  congressional  requirement  now  that 
this  be  reported,  the  share  of  bank  loans  that  have  gone  to  small 
companies,  and  they  cite  a  study  by  an  outfit  called  Verabank  that 
I  never  heard  of,  and  apparently  tnis  data  is  available  now  for  the 
whole  country.  And  I  would  just  like  to  leave  it  in  the  record. 

Chairman  Kanjorski,  I  would  appreciate  it.  Without  objection,  it 
will  be  submitted  as  part  of  the  record. 

[The  information  referred  to  can  be  found  in  the  appendix.] 

Chairman  Kanjorski.  I  have  a  vote  on.  I  want  to  thank  you  very 
much.  I  certainly  appreciate  it. 

I  would  wish  any  of  you  that  has  any  information,  studies,  re- 
ports, that  you  would  like  us  to  look  at,  please  not  only  furnish 
those,  or  anything  you  can  do  or  any  ideas  you  come  up  with,  do 
not  lose  sleep  at  night.  Call  us,  because  we  want  to  know.  I  think 
we  do  have  a  chance  to  get  some  cooperation  with  the  leadership 
and  the  White  House  this  year  to  do  some  of  the  things  we  are 
talking  about.  So  if  you  have  any  thoughts  of  what  you  think 
should  be  done  or  any  critiques  of  what  we  are  doing  that  you 
think  should  be  changed,  please  do  not  hesitate. 

Thank  you  very  much. 

[Whereupon,  at  4:45  p.m.,  the  hearing  was  adjourned.] 
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Opening  Statement  of 
Paul  E.  Kanjorski,  Chairman 

Subcommittee  on  Economic  Growth  &  Credit  Formation 
OF  the  House  Banking,  Finance  and  Urban  Affairs  Committee 

Hearing  on 

the  Availability  of  Financing  for  High-Technology  Companies 

October  26,  1993 

The  Subcommittee  meets  today  for  the  second  in  a  series  of  roundtable  hearings  on 
the  potential  for  stimulating  economic  growth  and  new  job  creation  in  the  United  States 
through  Federal  technology  transfer  and  private  sector  commercialization.   Today  we  will  be 
looking  at  the  availability  of  financing  for  high-technology  companies  and  entrepreneurs. 

In  searching  for  new  initiatives  to  revitalize  our  economy  and  encourage  new 
employment  opportunities  through  the  commercialization  of  federally-held  technologies,  we 
must  ensure  that  three  key  components  are  addressed. 

First,  do  America's  small-  and  medium-sized  businesses  and  entrepreneurs  have 
access  to  available  technologies? 

Second,  do  these  businesses  have  access  the  technical  expertise  which  may  be 
necessary  to  successfully  commercialize  these  technologies? 

And  third,  do  these  businesses  have  access  to  the  capital  necessary  to  successfully 
commercialize  these  technologies? 

Today's  hearing  will  focus  primarily  on  this  third  issue— the  availability  of  capital. 
Joining  us  are  representatives  from  several  small-business  and  technology-related 
organizations  involved  in  analysis  of  financing  for  technology  transfer  and  economic 
conversion  efforts. 

I  would  like  to  thank  all  of  our  participants  for  taking  time  out  of  their  busy  schedules 
to  meet  with  us,  and  1  welcome  them  to  the  Subcommittee.    As  the  witnesses  are  aware,  I 
have  some  rather  specific  thoughts  in  this  area,  and  am  developing  legislation  to  facilitate  the 
commercialization  of  federally-held  technologies.   As  such,  1  look  forward  to  today's 
dialogue. 
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U,S.  HOUSE  OF  REPRESENTATIVES 
SUBCOIIMITTEE  ON  ECONOMIC  GROWTH  AND  CREDIT  FORMATION 
COMMITTEE  ON  BANKING,  FINANCE  AND  URBAN  AFFAIRS 
OCTOBER  26,  1993      2:00  P.  M. 
STATEMENT  BY  MILTON  D.  STEWART 
VICE  CHAIR!4AN  &  COUNSEL,  ACADEMY  OF  TECHNOLOGY  ENTREPRENEURS 
AND  INNOVATORS 
PRESIDENT,  THE  SMALL  BUSINESS  HIGH  TECHNOLOGY  INSTITUTE 

This  Subcommittee's   topic  for  this  roundtable  hearing  goes 
to  the  heart  of  one  major  technology  competitiveness  issue  —  how 
to  maximize  the  contribution  of  small  technology-based  businesses 
in  our  national  effort. 

Let  me  begin  by  congratulating  the  Congress  on  the  steps 
forward  it  has  already  taken.  They  are  not  small.  From  the  last 
Congress: 

The  expansion  and  extension  of  the  Small  Business 

Innovation  Research  program  to  the  year  2000. 

The  much  smaller  three  year  Small  Business 

Technology  Transfer  Pilot  program. 

The  reformation  of  the  Small  Business  Investment 

Company  program. 

The  present  Congress  will,  in  my  opinion,  already  go  down 
in  history  for  enacting  the  two- tier  capital  gains  tax.   For  thirty 
years,  we  have  been  trying  to  explain  that  when  a  Federal  capital 
gains  tax  is  the  same  on  gains  of  all  kinds  —  the  government  is 

**  Mr.  Stewart  is  a  former  Chief  Counsel  for  Advocacy  of  SBA;  Editor 
of  INC.  Magazine. 
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discouraging  risk-taking.  Why  invest  in  a  small  immature  company 
with  illiquid  equities,  when  whether  you  win  or  lose,  the  tax  will 
be  the  same  as  what  it  will  be  if  you  make  a  much  safer  investment 
in  a  liquid  security  issued  by  a  large,  dividend-paying  company 
which  almost  surely  is  much  safer? 

Another  sign  of  promising  action  is  the  fact  that  a  bipartisan 
majority  of  the  Members  of  the  House  are  joining  to  sponsor  amendments 
to  strengthen  the  Regulatory  Flexibility  Act.  (H.  R.  830,  Ewing, 
LaFalce,  Meyer) .   In  the  private  sector,  the  formation  of  the  merit- 
based  Academy  of  Technology  Entrepreneurs  and  Innovators  is  a 
similarly  hopeful  sign.   Now  to  other  needs  and  how  they  may  be  met. 

1.  The  Need;        A  National  Strategy  for  International 

Technology  Competitiveness. 

Meeting  It;       "Ramo's  Rules"  Competitiveness,  Technology 

Entrepreneurs  and  Small  Companies. 

"Is  there  a  natural  strategy  to  achieve  superiority 
in  technology?  I  am  certain  there  is.  IT  IS  TO  FOSTER 
TECHNOLOGY  ENTREPRENEURSHIP .    We  produce  business 
entrepreneurs  at  an  enormous  rate,  but  only  a  small  fraction 
are  involved  with  technology.  Yet  technology  entrepreneurship 
has  been  the  main  force  behind  our  industrial  development  from 
the  beginning.  It  is  not  today  at  its  full  power.  We  can 
and  should  accelerate  it. 

"AN  ABUNDANCE  OF  NEW  COIAPANIES  IS  NEEDED  TO  ADVANCE 
THE  NEW  TECHNOLOGIES.  They  will  fill  the  gaps  left  by  the 
established  companies,  with  the  result  that  America  will 
excel  in  the  world  technology  Olympics.   How  then  can  we 
accelerate  the  founding  of  U.  S.  high  technology  companies? 


"WE  MUST  HELP  ENTREPRENEURS  FIND  SOURCES  OF  CAPITAL.. . . " 
These  excerpts  are  from  a  book  by  Dr.  Simon  Ramo,  published 
five  years  ago.  "  The  Business  of  Science,"  Hill  and  Wang,  1988  (pp. 
246,  247,  258,  emphases  added.) 
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Dr.  Ramo,  the  co-founder  and  former  CEO  of  TRW,  has  been 
honored  with  the  National  Medal  of  Science  by  President  Carter,  with 
the  Medal  of  Freedom  by  President  Reagan.  Far  from  being  a  small 
business  advocate,  he  served  our  country  in  large  companies,  large 
government  agencies,  large  universities. 

Nonetheless,  his  book  earned  him  the  Franklin-Jefferson  Medal 
of  the  Small  Business  High  Technology  Institute.  Its  citation  said, 
"every  public  policy-maker  interested  in  choosing  prorities  that  make 
sense  should  know  these  excerpts.   Every  public  official  looking  for 
the  things  we  must  do  as  we  fight  to  bring  the  defict  down  should 
think  about  them." 

2.  The  Need!        Adequate  Bank  Credit  for  Small  Technology- 
Companies. 
Meeting  It:       (a)   An  Immediate  SBA  Pilot  Program  of  7  (?^) 
Guaranteed  Loans  for  Them. 
All  small  companies  today  face  high  hurdles  in  getting  adequate 
credit  from  commercial  banks.   But  as  a  group,  none  has  as  much 
trouble  as  technology-based  businesses.   They  face  a  special  "cultural" 
lag  problem  —  by  and  large,  commercial  bank  officers  are  not  literate 
about  the  technology  industries.  There  is  attached  as  Appendix  1,  the 
text  of  a  letter  from  David  Colvin,  President  of  Triangle  Research  and 
Development  of  North  Carolina.   Dr.  Colvin  is  an  accomplished 
technology  entrepreneur,  a  successful  SBIR  competitor  who  in  1994  will 
succeed  to  the  Presidency  of  the  Academy  of  Technology  Entrepreneurs 
and  Innovators.  Yet  his  experiences  with  bank  financing  are  hardly 
unusual.   It  is  our  hope  that  the  members  of  this  Subcommittee  and 
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their  staffs  will  give  this  letter  their  close  attention. 

There  are  exceptions  (c.  f .  the  Bank  of  Silicon  Valley) ,  and 
a  few  large  banks  which  have  a  few  technologically  educated  loan 
officers  who  deal  with  large  and  midsized  businesses.  In  regrettably 
rare  instances,  some  small  banks  will  still  make  an  old-fashioned 
"character  loan"  to  some  life-time  resident  technology  entrepreneur 
whom  they  know  very  well.  (See  Appendix  2,  Ronan  State  Bank,  Montana) 

Technology-based  businesses  are  not  barred  from  the  SBA's 
multi-billion  dollar  7(a)  guarantee  loan  program.  But  they  must  just  as 
well  be.   It  takes  a  bank  to  recommend  the  loan  to  SBA,  and  to  take 
part  of  the  risk. 

We  need  a  well-publicized  Pilot  Program  that  guarantees  100 
to  1000  bank  loans  to  technology-based  businesses  in  each  Federal 
region.  (This  probably  does  not  even  need  legislation;  a  Congressional 
nudge  would  surely  help. )  Educational  and  information  support  should 
be  sought  from  the  Robert  Morris  Associates,  the  Small  Business 
Committee  of  the  American  Bar  Association,  the  Independent  Bankers 
Association  and  the  State  Bankers  Associations. 

Banks  can  and  do  learn.   Years  ago,  there  were  only  two 
commercial  banks  that  made  loans  to  radio  station  licensees.  Society 
National  Bank  of  Cleveland  and  the  Bank  of  Boston,  if  memory  -serves. 
When  they  were  successful,  the  bars  came  down  in  other  banks.  An  SBA 
Pilot  Program,  if  successful,  would  help  in  the  same  way. 

We  would  need  regulators  and  bankers  to  understand  that  lending 
in  this  area  is  a  national  necessity,  that  the  SBA  would  be  sharing 
the  risk,  and  it  wouldn't  make  much  sense  always  to  require  repayments 
of  principal  before  the  borrower  has  time  to  build  a  head  of  business 
steam  — or  always  to  look  for  two  dollars  or  even  one  in  real  estate 

collateral  for  every  dollar  of  unguaranteed  debt. 
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(b)  Secondary  Markets 

The  recent  reports  of  a  successful  secondary  market  sale  of 
unguaranteed  small  business  bank  paper  by  Merrill,  Lynch  is  of 
potentially  great  importance.   Chairman  Kanjorski's  proposed  measure 
H.  R.  2600  takes  on  a  new  urgency  in  the  light  of  that  offering. 
If  an  effective  secondary  market  for  technology  bank  loan  paper  can 
be  created,  it  should  go  a  good  distance  in  meeting  this  need. 

(c)  Federal  Laboratories  As  a  Potential 
Technology  Advisory  Resource  for  Banks. 

Technology  literacy  is  still  a  distant  goal  for  most  Americans, 
almost  all  bank  loan  officers  included.  We  have  speculated  about  how 
a  reference  source  could  be  set  up  to  provide  them  specialized, 
current  market  and  other  relevant  technology  data.  Given  the  enormous 
range  of  technologies  and  their  continuing  and  swift  breeding  of  more 
and  more  new  ones,  occasional  consultants  are  of  limited  value. 

As  the  government  explores  new  missions  for  the  Federal 
laboratories,  it  ought  to  be  possible  for  one  or  more  of  them  to 
experiment  with  developing  a  bank  Technology  Advisory  Service.  If 
this  works,  the  service  could  and  should  become  self-sustaining. 
It  might  be  privatized,  permitting  labs  to  out-place  a  number  of 
their  people  in  view  of  their  coming  budgetary  cutbacks. 

There  are  a  number  of  alternative  ownership  forms  such  a 
service  could  assume  —  bank-owned  cooperative,  ESOP  etc.  This  is, 
I  know  —  at  first  blush  —  a  far  out  idea.  But  competent  and 
knowledgeable  people  might  find  something  useful  in  it. 
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(d)      Bank  Networking  With  and  Investment 
in  SBICs. 
In  the  press  accounts  of  the  secondary  market  sale  mentioned 
above,  the  Chairman  of  the  Federal  Reserve  Board  was  quoted  as  being 
pleased  with  the  development.  We  need  regulators  and  examiners  to 
do  more  of  that,  to  be  sensitive  to  their  own  importance  in  meeting 
the  credit  needs  of  small  companies  in  general  and  technology-based 
firms  in  particular.   A  good  number  of  banks  have  been  successful  at 
owning,  even  managing  and  certainly  collaborating  with  Federally- 
licensed  SBICs.   Shouldn't  examiners  be  asking  banks  not  learning 
how  to  serve  small  business  —  and  their  own  stockholders  —  with 
some  form  of  SBIC  or  other  appropriate  relationship  why   they  are 
not  doing  so.  The  net  impact  of  regulation  should  reflect  a  balance 
between  reasonable  risk  and  safety.   Our  colleague  here,  Peter 
McNeish  has  more  recent  experience  than  mine.  His  views  would 
be  helpful. 

3.  The  Need!        More  Individual  Investment  of  Risk  Capital 

in  Small  Technology-Based  Businesses. 
Meeting  It:      Encourage  Use  of  New  Lower-Rate  Capital 

Gains  Tax;  Improve  It  Still  Further  Quickly. 

(a)  We  need  a  simple  set  of  IRS  regulations  published 
soon  which  add  the  least  possible  burden  to  complying  with  the  new, 
lower  rate  for  risk-taking  long-term  investment  in  small  business. 

(b)  We  need  a  Federal  information  program  about  this 
preferential  14%  rate  on  gains  from  long-term  investment  in  small 
firms  as  against  the  28%  or  normal  rate.  The  five  year  holding  period 
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will  make  it  seem  a  remote  advantage.  This  may  stretch  the  normal 
time  it  takes  for  taxpayers  and  their  advisers  to  feel  confident 
enough  with  new  tax  law  to  use  it.   A  bipartisan  information  team 
from  government  could  hasten  the  effect  of  the  new  law. 

(c)  Tax  specialists  (our  colleague  here  Charles  Ludlam, 
as  an  example)  believe  there  are  still  one  or  more  needless  hurdles 
to  be  removed  from  the  new  law.  Others  point  our  how  much  more 
quickly  the  new  law's  benefit  would  be  felt  if,  for  example,  a 
"reinvestment"  or  "rollover"  credit  could  be  added.  The  normal  capital 
gains  tax  would  be  deferred  if,  for  example,  proceeds  of  the  sale  of 
a  large  company's  liquid  (publicly  traded)  securities  were  reasonably 
promptly  reinvested  —  this  time  in  the  riskier  (probably  illiquid) 
security  of  a  small  company.  The  realized  gain  would  be  reflected  in 
the  tax  basis  of  the  newly  purchased  small  company  security.  The 
holding  period  could  also  begin  immediately.  That  would  make  the 
effect  on  small  innovative  companies  come  Tore  quickly  and  generally. 

There  would  be  a  revenue  loss  (and  a  partial  deferment)  which  may 
be  unacceptable  in  a  period  of  serious  budget  deficit.  But  Chairman 
Kanjorski  has  already  and  properly  suggested  an  acceptable  alternative 
revenue  source   —  closing  the  transfer  pricing  loophole. 

4.  The  Need;        A  Realistic,  Useable,  Yardstick  for  a  Fair 

and  Adequate  Small  Business  Share  of  Federal 
Research  and  Development  Procurement  from 
Industry. 
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Meeting  It;      Federal  Utilization  of  Small  Business  in 
R  and  D  Should  Result  In  a  Share  of  Total 
Federal  R  and  D  No  Smaller  Than  the  Share 
of  Private  Sector  R  and  D  Currently  Done 
By  Small  Business. 
We  believe  Federal  procurement  of  R  and  D  has  a  favorable 
impact  on  the  formation  of  small  companies  (see  below) .  How  large  a 
share  of  Federal  research  and  development  procurement  from  industry 
should  then  be  going  to  small  companies  to  make  proper  use  of  their 
innovative  abilities? 

The  best  single  source  of  information  to  help  answer  that 
question  is  an  annual  report  prepared  by  the  National  Science 
Foundation's  Science  and  Engineering  Activities  Program  of  its 
Division  of  Science  Research  Studies  ("Selected  Data  on  Research  and 
Development  in  Industry:  1991"  NSF  92-322.)   The  study  is  based  on 
data  collected  for  NSF  by  the  Bureau  of  Census  in  an  annual  "Survey 
of  Industrial  Research  and  Development." 

The  key  data  (Appendix  3:  NSF  Table  SD-4)  show  that  in  the 
private  sector,  companies  with  fewer  than  500  employees  now  do  about 
10%  of  corporate  and  other  privatization  research  and  develo  pment. 
(Table  SD-4)  That  is  almost  twice  the  share  of  such  work  which  was 
done  by  that  size-class  of  companies  ten  years  ago.  As  against  that,  the 
small  business  share  of  Federal  procurement  research  and  development 
from  industry  (Appendix  4:  NSF  Table  SD-6)  was  less  than  4%.  The  legal 
definition  of  "small  business"  R  and  D  companies  used  by  SEA  is  the 
same  500  or  fewer  employees. 
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These  data  show  that  Federal  R  and  D  procurement  from  industry 
almost  surely  fails  to  contribute  adequately  to  technology  innovation 
when  the  share  that  goes  to  small  business  is  below  the  share  that 
small  business  performs  in  the  private  sector  that  is  likely  to  be 
the  result. 

To  illustrate  the  impact  of  the  proposed  yardstick.  Appendix  5 
shows  what  it  would  have  meant  over  the  ten  year  period  1981-1991. 
Small  business  actually  got  a  little  more  than  8  billion  dollars  of 
more  than  238  billion  Federal  R  and  D  dollars  that  went  to  industry. 
If  the  small  business  Federal  share  had  been  the  same  percentage  as 
its  private  sector  in  each  year,  it  would  have  meant  more  than  2  5 
billion  dollars  over  the  ten  years  or  9%  as  against  the  actual  3%. 

And  it  would  make  great  sense  to  make  the  small  business  Federal 
target  during  the  next  five  years  9%  of  the  industry  R  and  D  total. 

This  is  a  data-based  definition  that  makes  sense  to  me.  It 
should  apply  to  every  agency  with  a  significant  R  and  D  program,  as 
well  as  to  the  Federal  governm.ent  as  a  whole.   If  the  small  business 
share   of  its   industry  R  and  D  contracts,  grants  and  cooperative 
agreements  for  industry  is  below  9%,  the  agency  should  be  working  to 
increase  it  to  that  level.  There  are  assumptions  in  this  hypothesis; 
now  let's  make  them  explicit  because  they  are  not  arbitrary,  they  are 
based  on  data,  experience  and  common  sense. 

First,  the  private  sector  is  a  far  more  competititve  place  for 
R  and  D  than  the  Federal  market.  Competitive  pressures  are  fierce, 
whether  the  issue  is  innovation,  product  durability  or  cost.  Market 
life  for  new  consumer  and  producer  products  has  been,  in  the  years 
covered  by  these  data,  growing  shorter  and  shorter.  That  has  intensified 
the  drive  for  innovation,  reflected  in  the  rise  of  the  level  of  small 
business  utilization  between  the  first  and  second  half'  of  the  1980s. 
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These  were  also  the  years  in  which  the  cold  war  was  ending  and  large 
companies'  downsizing  began.   Large  companies  found  that  "distributed 
R  and  D"  —  use  of  large  numbers  of  small,  specialized  companies, 
was  often  more  effective  than  trying  to  keep  up  with  explosive 
numbers  of  new  technologies  from  one  large  in-house  facility.  Flexible 
small  companies  can  change  more  rapidly  and  cheaply  than  either  big 
business  or  big  government  with  their  large  overhead  and  unwieldy 
review  committees. 

Second,  small  firms  are  likely  to  make  more  frequent  innovations 
than  large  firms  and  may  even  get  them  to  market  faster.  (This  does 
not  mean  that  large  companies,  universities  and  Federal  laboratories 
never  make  industrial  innovations.)  Dr.  Ramo  explains  why  it  is  harder 
for  them  to  innovate  than  small  companies  in  The  Business  of  Science. 
It  is  only  small  companies  which  can  "bet  the  farm"  on  a  new 
technology.  Research  data  generally  confirming  this  view  was  reported 
in  the  sixties  and  seventies  in  research  sponsored  by  SBA. 

Third,  Federal  procurement  is  an  important  source  of  cash 
flow,  and  an  important  stimulator  of  capital  formation  for  new  small 
R  and  D  companies.  Two  years  ago,  300  SBIR  winning  firms  responded 
to  a  survey  conducted  by  the  Small  Business  High  Technology  Institute. 
They  were  asked  whether  the  existence  of  the  SBIR  program  (about  nine 
years  old  then,  as  a  statutory  program)  had  been  wholly,  partly  or 
not  at  all  responsible  for  the  formation  of  their  companies.  One- 
fourth  replied  that  it  had  been  —  eight  per  cent  said  it  had  been 
wholly  responsible;  seventeen  per  cent  said  the  SBIR  program  had  been 
partly  responsible. 

Fourth,  taxpayers  have  a  stake  in  how  big  a  share  small  companies 
have  in  Federal  R  and  D  procurement  from  industry.   Appendix  6  (Table 
SD-15  in  the  NSF  Report  :ited  above)  (NSF  92-322)  confirms  that  firms 
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with  fewer  than  500  employees  are  able  to  hire  and  use  R  and  D 
scientists  and  engineers  for  significantly  less  money  than  larger 
firms.  This  has  been  the  case  in  each  of  the  last  ten  years. 

Federal  research  and  development  budget-making  is  far  too 
much  made  by  all  the  advocates  for  performer  groups  simply  chanting 
"more  for  us,"  and  political  compromises  then  made  to  quiet  them. 
We   would  all  be  better  of f  ,and  so  would  the  country, if  all  the 
advocates  made  plain  the  point  at  which  they  would  stop  asking  for  more, 
and  if  it  were  a  predictable  point.  That  is  what  I  think  I  have 
offered  here.  The  Federal  R  and  D  to  industry  arena  should  give  small 
companies  roughly  the  same  share  and  room  for  innovation  as  the 
private  sector  does.  That,  I  am  convinced,  would  be  best  for  government 
and  taxpayers.   This  is  not  meant  to  be  an  "iron  law"  or  a  formula 
that  responds  to  every  .^If -percentage   change  in  the  private  sector. 
It  is  meant  to  be  what  I  have  called  it  —  a  yardstick. 

The  Federal  government  should,  if  anything, pioneer  more 
technology  innovation  to  bring  down  costs  in  areas  where  it  imposes 
large  burdens  on  the  taxpayer  --  defense,  health,  the  environment, 
civilian  transport  infrastructure.  That  is  where  it  has  the  greatest 
obligation  to  seek  and  use  the  most  cost  effective  agents  of 
beneficent  innovation.   These  may  not  always  be  small  comapnies  but 
they  are  likely  enough  to  be  to  warrant  a  measurable  effort  to  include 
them.   For  the  next  several  years,  this  9%  yardstick  would  be  an 
appropriate  measure  of  that  effort.  If  and  when  the  small  business  share 
of  the  private  sector  R  and  D  changed  sharply  —  say  by  two  or  three 
per  cent  in  either  direction,  the  yardstick  would  be  adjusted. 
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5.  The  Need;        More  Large  Company  Effort  to  Seek  Out, 

Identify  and  Respond  Favorably  to  SBIR 
Winners  Who  Need  Phase  III  Commercialization 
Partners. 


Meeting  It;      Provide  a  Specific  Added  Incentive  to  the 
R  and  D  Tax  Credit. 

(a)  As  the  SBIR  program  expands,  most  participating 
government  agencies  are  pressing  SBIR  competitors  harder  to  find 
early  commercial  partners  for  Phase  III.  An  increasing  number  are 

now  asking  for  contingent  commitments  as  a  condition  of  making  Phase  II 
award. 

Every  topic  in  the  SBIR  competitions  is  chosen  by  a  Federal 
agency;  every  SBIR  award  and  the  research  done  with  it  may  be  presumed 
to  be  in  the  public  interest.  It  would  seem  entirely  appropriate   to 
provide  an  incentive  to  potential  Phase  III  partners  beyond  the  present 
R  and  D  tax  Credit.  Some  premium, beginning  with  20%  more  than  the 
"normal  R  and  D  credit",  would  be  one  way  to  do  it.  Comptrollers  of 
large  and  midsized  companies  might  then  encourage  operating  people  to 
seek  out  (or  respond  more  quickly)  to  SBIR  winners'  proposals.  Apart 
from  the  publuc  purpose,  the  premium  would  be  justified  by  the  large 
company's  risk. 

(b)  The  SBIR  program's  definition  of  "commercialization" 
expressly  includes  government  as  a  market.   That  should  mean  that  those 
selecting  topics  expected  to  lead  to  government  contracts  ought  to  have 
a  firm  basis  for  believing  that  successful  accomplishment  of  Phases  I 
and  II  will  really  lead  to  government  procurement  in  Phase  III. 
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Admittedly,  requirements  change  over  time  and  you  cannot  always 
be  sure  that  the  research  result  will  fit  the  government  need.  But 
more  and  more  accountability,  education  and  incentive  is  needed  to 
make  the  agencies  work  better,  if  possible,  to  improve  the  batting 
average  of  their  government  topic-choosing  personnel.   Clearly  this 
ought  to  be  an  element  in  determining  individual  performance  ratings, 
and  even  promotions.   It  may  be  desirable  to  pay  an  occasional  bonus 
for  outstanding  performance  in  proposing  topics  which  result  in 
government  Phase  Ills.,  At  a  minimum,  agency  heads  should  be  sure  that 
SBIR  topic-choosers  and  buying  decision-makers  stay  in  touch  with 
one  another. 

6.  The  Need:        Fairness  and  Realism  in  Federal  R  and  D 

Cost-Sharing. 
Meeting  It;      An  Amendment  to  the  Small  Business  Act  Is 
Needed  Setting  a  Government-Wide  Policy  on 
Cost-Sharing  in  R  and  D  Procurement  Which 
Requires  Relating  Small  Business'  Burden 
To  Its  Size. 
Increasingly,  Federal  R  and  D  programs  are  requiring  cost- 
sharing  by  successful  proponents  and  competitors.  At  the  present  time, 
that  is  true  of  the  Department  of  Commerce  NIST's  Advanced  Technology 
Program,  the  Department  of  Defense  in  its  TRP  Program,  the  Department 
of  Energy,  both  in  its  laboratories  and  in  Phase  II  of  its  SBIR 
program.  Where  most  of  these  cost-sharing  requirements  are  specific; 
they  require  50%  of  the  cost  to  be  borne  ■  by  the  private  company. 
These  requirements  make  no  distinction  as  to  the  obligation  of  small, 
midsized  or  large  companies.  Whether  you  have  5,  50,  500,  5000  or  50,000 
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employees,  the  same  50%  applies. 

This  is  "equal  treatment"  like  the  famous  "  equality  of  the 
rich  and  poor  to  starve  under  the  bridges  of  Paris."   It  is  not 
equality  at  all.  It  effectively  bars  the  bulk  of  small  firms  from 
participating  in  these  programs  since  the  costs  to  be  shared  are  far 
beyond  their  resources.  Are  there  no  exceptions?   Of  course,  there 
are  --  companies  with  just  under  500  employees  may  have  the  resources 
or  the  ability  to  borrow  them.  There  may  be  a  rare  project  so  small 
its  costs  can  be  shared. 

"Can't  the  small  company  team  up  with  a  big  one   that  can  put 
up  the  amount  to  be  cost-shared?"   Certainly,  and  some  have  and  will. 
But  that  should  not  be  a  course  implictly  required  by  the  government 
or  pushed  by  it.  If  the  small  company  has  a  proposed  solution  or 
project,  it  may  want  to  defer  partnering  it  until  it  is  worth  more. 

Is  it  unreasonable  of  the  government  to  ask  for  cost-sharing 
as  an  evidence  of  strength  of  private  company  commitment?  Not  when 
the  amount  proposed  is  consistent  with  the  ability  of  the  private 
company  to  pay.  Is  it  not  prudent  and  respondsible  in  a  time  of 
deficit  for  a  Federal  agency  to  try  to  get  the  cost  of  the  project 
shared?   Not  when  it  is  a  self-defeating  requirement  that  excludes 
small  companies  which  are  traditionally  the  least  costly  performers, 
and  the  ones  most  likely  to  come  up  with  the  least  expensive 
innovations. 

One  possible  solution  is  to  have  50%  cost-sharing  apply  for 
companies  with  500  or  more  employees  —  companies  that  are  not  legally 
small  businesses.  For  small  businesses  hearings  and  research  would 
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determine  whether,  for  exeimple,  a  sliding  scale  would  work.  It  might 
turn  out,  for  example,  that  no  cost-sharing  is  feasible  for  firms 
with  under  100  employees,  that  10%  may  be  feasible  for  companies 
with  between  100  and  200,  20%  for  those  with  200  to   300,  30%  for 
those  with  300  to  400  and  40%  for  those  with  400  to  500. 

R  and  D  proposals  to  the  government  present  a  cost  for 
everyone;  for  the  smallest  companies,  it  is  a  heavy  enough  cost  to 
be  proof  of  commitment. 

What  is  most  important  here  is  not  to  deny  the  government  the 
benefit  of  brillance  from  even  the  smallest  reasonably  competitive 
proposals.   The  present  practice  is  discriminatory  by  definition  — 
"if  you  can't  afford  to  cost-share,  don't  bother  to  apply"  and 
that  really  means  "small  business  don't  apply". 

Our  view  of  the  industrial  innovation  process  is  illustrated 
in  Appendix  7  —  the  logo  of  the  Academy.  Universities,  large  companies, 
commercial  banks  and  venture  capital  pools,  independent  professionals, 
small  businesses  —  all  six  have  interdependent  roles  to  play  in  the 
process.  This  hearing  is  essentially  adaout  ways  in  which  government 
can  make  the  process  easier  and  more  productive  for  other  participants, 
particularly  small  companies. 

Some  of  the  suggestions  made  are  the  direct  business  of  this  Sub- 
committee, its  parent md  that  Committee's  Senate  partner.  Others  would 
have  to  be  dealt  with  by  among  others,  the  Committees  on  Small  Business 
of  both  Houses;  their  Committees  on  Space,  Science  and  Technology, 
the  Ways  and  Means  Committee  of  the  House  and  the  Senate  Finance 
Committee,  the  Armed  Services  Committees  and  other  procurement- 
involved  committees. 

Yet  whether  directly  or  indirectly  ,each  of  the  suggestions 
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is  relevant  to  capital  formation  and  credit  for  small  technology- 
based  companies.   Federal  banking  policy  and  regulations,  tax  policy, 
procurement  policy  —  all  contribute  to  making  that  capital  formation 
and  credit  easier  or  harder  to  come  by. 

We  are  also  following  the  Chairman's  wise  lead  with  his  useful 
suggestions  about  an  alternative  revenue  source  and  access  to  Federal 
technology  and  information  about  it.  It  may  take  a  little  extra 
thought  to  see  it,  but  they  too  affect  the  climate  for  capital 
and  credit.  We  hope  the  other  Committees  will  pick  up  their  share  of 
this  broader  view. 
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Appendix   1 


^TRIANGLE 

^RESEARCH  AND 

^DEVELOPMENT  ,q_  box  1»»e 

CORPORATION  RESEAftCh  TfllANOLB  PARK 

NORTH  CAROLINA  277»M9«        [t19|  TH-am 


October  22,  1993 

Milton  Stewart 

Academy  of  Technology  Entrepreneurs  and  Innovators 
346  W.  GeorgU  Ave. 
Phoenix.  AZ  8S013 

Dear  Milton: 

This  letter  is  in  response  for  your  request  for  details  of  our  experiences  and  recommendations 
about  banking  needs  that  we  have.  I  hope  that  this  information  will  be  of  help  to  you  in 
presenting  the  needs  of  companies  such  as  ours. 

As  you  already  know,  the  Small  Business  Innovation  Research  (SBIR)  program  is  only  ten  years 
old,  but  has  already  made  a  profound  impact  upon  startup  new  high  technology  business.  For 
the  SBIR  reauthorization  and  expansion  legislation  in  Congress,  the  GAO  studied  the  technology 
spinoffs  resulting  from  the  SBIR  program  and  concluded  that  over  25%  of  these  technologies 
were  successfully  moving  to  Phase  III  commercialization.  Typically,  big  businesses  such  as 
Dow  Chemical  feel  good  about  getting  2-3%  of  their  R&D  expenditures  into  new  products. 
Universities  and  non-profits  are  much  lower  -  typically  less  than  0. 1-0.5*  of  their  R&D  result 
in  new  businesses  or  products.  Small  business  is  also  a  net  jobs  creator,  whereas  large  business 
is  fast  becoming  a  net  jobs  loser.  It  is  imperative  that  both  legislative  and  financial  barriers  be 
minimized  In  order  for  to  facilitate  small  high  technology  businesses  to  bring  more  competitive 
new  products  into  the  marke^lace. 

Afler  founding  Triangle  Research  and  Development  Corporation  (TRDQ  in  1979,  my  wife  and 
I  worked  out  of  the  basement  of  our  home  for  the  first  7  years.  Our  first  1 1  SBIR  programs  - 
ranging  from  new  coolants  for  NASA  to  implant  therapy  for  lung  cancer  •  were  conducted  from 
there.  We  have  now  grown  to  15  employees  in  a  10,000  sq.ft.  facility  and  both  of  these 
programs  along  with  about  20  others  have  already  moved  to  Phase  in  commercialization  either 
through  one  of  our  two  spin-off  corporations  or  through  our  numerous  licenses  and  joint  ventures 
with  companies  such  as  Lockheed  and  McDonnell-Douglas.  While  TRDC  has  indeed  won  more 
than  50  SBIR  grants  and  contracts  from  six  federal  agencies  (DOD,  NASA,  HHS,  DOT,  NSF 
and  DOEd)  totalling  almost  $7  million,  it  is  the  fact  that  we  have  carried  most  of  them  to  Phase 
HI  commercialization  that  I  am  most  proud.  This  is  what  counts  and  what  the  SBIR  program 
is  really  all  about.  Getting  our  financial  institutions  to  recognize  and  understand  this 
achievement  is  another  matter  altogether. 
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It  is  essential  that  a  company  such  as  ours  have  an  adequate  line  of  credit  at  the  bank. 
Government  contracting  requires  that  you  expend  the  monies  months  before  you  can  expect  to 
receive  payment.  Ramp-up  contract  costs  at  the  beginning  of  a  multimillion  dollar  Phase  III 
commercialization  program  can  easily  approach  $100,000  before  you  receive  your  first  check. 
In  addition,  at  the  end  of  a  contract,  federal  agencies  sometimes  typically  withhold  the  final 
payment  of  10-20%  until  a  Defense  Contracting  Auditing  Agency  or  DCAA  audit  is  completed. 
We  have  already  had  five  of  these  audits  this  year  and  wiD  likely  have  another  before  1994.  We 
are  currently  working  on  6  SBIRs,  five  of  which  are  Phase  Us,  along  with  multiple  Phase  III 
efforts.  When  we  recently  visited  our  current  bank  of  8  years  to  request  a  50%  expansion  of 
our  credit  line  (which  hasn't  changed  over  that  period),  we  were  told  to  find  another  bank  and 
we  had  only  60  days  to  do  so.  Besides  their  inherent  fear  of  government  contracting,  this  bank 
is  really  looking  for  our  company  to  rapidly  build  its  asset  base;  e.g.,  its  buildings  and 
equipment.  Since  TRDC  wants  to  partner  or  joint  venture  with  other  established  companies  to 
provide  the  manufacturing  and  marketing,  this  philosophy  is  totally  incompatible  with  theirs. 
Besides  their  inflexibility,  I  believe  that  this  incident  also  shows  how  much  respect  and  credit 
are  given  to  high  technology  companies  such  as  ours  by  traditional  banking. 

Leaders  in  the  traditional  North  Carolina  banks  arc  of  very  little  help  to  emerging  high 
technology  businesses.  These  banks  are  use  to  handling  agricultural,  car  and  real  estate  loans 
where  they  can  both  see,  get  their  arms  around  the  subject,  or  repossess.  Lower  technology 
loans  are  a  little  harder,  but  the  markets  are  already  established,  therefore  the  bankers  have  less 
of  a  learning  curve  and  fed  more  comfortable  to  provide  necessary  growth  capital.  High 
technology  financing  is  quite  another  matter.  While  our  bankers  give  lip  service  to  it,  but  I'm 
convinced  that  they  are  uncomfortable  in  fields  that  they  do  not  understand.  In  addition,  since 
SBIR  involves  the  federal  government  and  contracts,  it  makes  the  banks  even  more  afraid. 

It  has  been  my  experience  that  you  either  grow  too  little  or  not  at  all  with  traditional  banks  or 
sell  your  soul  to  the  venture  capitalists;  there  is  currently  little  or  nothing  in  between.  Financial 
"angels"  are  hidden  assets  and  you  have  to  wait  for  them  to  find  you.  Traditional  banking  is 
really  not  interested  in  risk-taking  and  perhaps  their  regulatory  restrictions  do  limit  their 
involvement.  However,  that  doesn't  solve  the  problem  of  capital  availability  to  growing  and 
successful  small  high  technology  businesses.  Lending  decisions  aie  now  based  upon  the  personal 
assets  of  the  owners  (property,  cars,  etc.),  putting  young  entrepreneurs  at  a  special  disadvantage. 

There  is  currently  a  great  need  to  develop  useful  incentives  for  investment  in  high  technology 
small  business.  These  involve  higher  risk  and  are  more  difficult  to  manage  than  lower 
technology  because  of  marketing  and  financing  requirements.  New  technologies  and  products 
usually  require  the  development  of  new  markets  instead  of  the  extension  of  existing  ones.  Since 
there  is  a  large  gap  in  the  financing  opportunity  between  the  traditional  bank  and  venture  capital, 
it  may  be  more  effective  to  create  a  new  type  of  institution  that  would  have  different  regulations 
with  higher  rates  of  return.  With  low  interest  rates  now  available,  there  may  be  a  good 
opportunity  now  to  create  just  such  an  entity.  There  would,  of  course,  be  higher  risk  for 
investors,  but  there  is  also  high  risk  in  state  lotteries. 

Our  state  economic  development  efforts  have  not  been  of  much  help  either.  Like  many  other 
states.  North  Carolina  is  good  at  starting  well-meaning  programs  and  institutions,  giving  lip 
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service  to  growth  in  small  business,  but  it  is  not  so  good  at  implementing  meaningful  programs 
that  result  in  needed  support  for  legitimate  "risk-t;iking"  enterprises  who  struggle  to  make  things 
work  and  bring  new  products  to  market.  Most  of  the  efforts  of  our  state  commerce  department 
are  apparently  tied  up  In  chasing  "buffalos"  and  foreign  companies  to  give  us  the  assistance  that 
we  really  need.  A  real  commitment  from  our  state  to  help  these  high  technology  small 
businesses,  to  recognize  their  value,  and  to  showcase  the  results  and  new  products  from  these 
"home-grown"  new  companies  could  make  a  tremendous  difference.  These  could  potentially 
include  state-backed  credit  lines  for  government  contracting,  parJal  matching  funds  for  SBIR 
Phase  n  programs,  low-interest  loans  or  grants  to  qualified  small  businesses  to  assist  with 
bringing  out  their  new  products,  and  a  state-sponsored  "showcase"  at  the  legislature  to  educate 
them  as  to  the  new  products  and  businesses  that  programs  such  as  the  SBIR  are  already  bringing 
to  North  Carolina. 

Getting  such  legislation  through  state  government  requires  much  education  and  time.  Since  the 
SBIR  program  is  a  national  program,  it  will  probably  be  more  efficient  to  implement  an  effective 
assistance  program  at  tliis  level.  Last  July,  you  and  a  number  of  us  were  invited  to  meet  with 
Mr.  Erskine  Bowles  at  the  SBA  in  Washington  to  discuss  this  problem  along  with  other 
SBIR/SBA  problems.  Mr.  Bowles  was  very  attentive;  his  assistant,  Bill  Combs,  also  met  with 
us  again  last  week  at  a  annual  meeting  of  our  national  academy  (the  Academy  of  Technology 
Entrepreneurs  and  Innovators)  in  Washington,  and  we  are  hopeful  that  additionAl  credit  will  be 
made  available  to  SBIR  Phase  II  winners  who  have  already  gone  through  numerous  peer  and 
agency  reviews  and  now  have  to  submit  plans  for  follow-on  commercialization.  As  you  know, 
we  were  also  approached  by  an  investor  who  wants  to  form  a  SBIC  aimed  at  Phase  n  SBIR 
winners.  Most  of  these  approaches  are  probably  long-range,  however;  we  also  need  to  have 
credit  or  financing  tint  is  sooner  rather  than  later. 

To  assist  high  technology  small  business  with  their  financial  needs  as  outlined  above  and  In  a 
most  timely  manner,  I  believe  there  needs  to  be  automatically  available  an  SBA-backed  credit 
line  for  Phase  n  SBIR  awardees  at  their  banks.  Banks  should  also  be  encouraged  at  the  highest 
level  to  participate  in  such  a  program.  Interest  rates  should  be  at  prime  or  up  to  1  %  over  prime 
to  encourage  participation  and  Phase  III  commercialization  and  the  credit  line  should  be  for  a 
significant  fraction  (30-50%)  of  the  Phase  II  SBIR  award.  If  ycu  have  further  questions,  please 
do  not  hesitate  to  ask. 


Sincerely, 


David  P.  Colvin,  Ph.D. 
President 
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^pendix  3 
NSF  R&D  Table  Percentages 

Table  SD-4:  Coirpany  smd  other  (except  Federal) 
funds  for  industrial  R£D  performance' 


1» 

1981 

Table  Value 

Percent  Share  of  Year 

Group 

1,880 

5.31 

Oroup 

2 

1981 

0 

0.00 

Group 

3 

1981 

2,586 

7.30 

Group 

4 

1981 

2,369 

6.69 

Group 

5 

1981 

5,537 

15.63 

Group 

6 

1981 

23,056 

65.08 

Total 

— 

1981 

35,428 

Oroup 

1 

1982 

2,411 

6.01 

Oroup 

2 

1982 

0 

0.00 

Oroup 

3 

1982 

3,241 

8.08 

Oroup 

4 

1982 

2,224 

5.55 

Oroup 

5 

1982 

6,448 

16.08 

Oroup 

6 

1982 

25,781 

64.28 

Total 

— 

1982 

40,105 

Group 

1 

1983 

3,781 

8.48 

Group 

2 

1983 

0 

0.00 

Oroup 

3 

1983 

3,438 

7.71 

Group 

4 

1983 

2,080 

4.66 

Oroup 

5 

1983 

7,228 

16.21 

Oroup 

6 

1983 

28,061 

62.93 

Total 

~ 

1983 

44,588 

Group 

1 

1984 

3,781 

7.36 

Group 

2 

1984 

1,341 

2.61 

Group 

3 

1984 

4,618 

8.98 

Group 

4 

1984 

2,764 

5.38 

Group 

S 

1984 

8,546 

16.63 

Group 

6 

1984 

30,354 

59.05 

Total 

~ 

1984 

51,404 

Groxip 

1 

1985 

5,127 

8.99 

Group 

2 

1985 

1,531 

2.68 

Group 

3 

1985 

5,249 

9.20 

Oroup 

4 

1985 

3,350 

5.87 

Oroup 

5 

1985 

8,366 

14.67 

Oroup 

6 

1985 

33,421 

58.59 

Total 

-- 

1985 

57,043 

'Tables  SD-4  and  SD-6  are  from  "Selected  Data  on  Research  and  Development  in  Industr\ 

1991,    NSF   92-322. 

'Groups  are  based  on  size  of   conpany   in  nuirber  of   cnployees: 


Group 

1 

Less  than  500 

Group 

2 

500  to  999 

.Group 

3 

1,000  to  4,999 

Group 

4 

5,000  to  9,999 

Group 

5 

10,000  to  24,999 

Group 

6 

25,000  or  more 

i 
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NSF  R&D  Table  Percentages 
Table  Value     Percent  Share  of  Year 


Group 

1 

1986 

6,203 

10.35 

Group -2 

1986 

1,765 

2.94 

Group 

3 

1986 

6,243 

10.42 

Group 

4 

1986 

3,455 

5.76 

Group 

5 

1986 

8,489 

14.16 

Group 

6 

1986 

33,778 

56.36 

Total 

— 

1986 

59,932 

Group 

1 

1987 

6,200 

10.10 

Group 

2 

1987 

1,610 

2.62 

Group 

3 

1987 

6,281 

10.23 

Group 

4 

1987 

3,753 

6.11 

Group 

5 

1987 

9,681 

15.77 

Group 

6 

1987 

33,878 

55.17 

Total 

— 

1987 

61,403 

Group 

1 

1988 

6,386 

9.71 

Group 

2 

1988 

1,517 

2.31 

Group 

3 

1988 

6,441 

9.79 

Group 

4 

1988 

4,322 

6.57 

Group 

5 

1988 

9,668 

14.70 

Group 

6 

1988 

37,438 

56.92 

Total 

— 

1988 

65,772 

Group 

1 

1989 

6,633 

9.40 

Group 

2 

1989 

1,660 

2.35 

Group 

3 

1989 

6,646 

9.42 

Group 

4 

1989 

4,815 

6.82 

Group 

5 

1989 

8,948 

12.68 

Group 

6 

1989 

41,860 

59.32 

Total 

— 

1989 

70,562 

Group 

1 

1990 

7,256 

9.81 

Group 

2 

1990 

1,836 

2.48 

Group 

3 

1990 

6,827 

9.23 

Group 

4 

1990. 

5,883 

7.95 

Group 

5 

1990. 

9,936 

13.43 

Group 

6 

1990: 

42,242 

57.10 

Total 

— 

1990: 

73,980 

Group 

1 

1991: 

7,858 

10.21 

Group 

2 

1991: 

1,711 

2.22 

Group 

3 

1991: 

7,125 

9.26 

Group 

4 

1991: 

6,439 

8.37 

Group 

5 

1991: 

11,633 

15.12 

Group 

6 

1991: 

42,172 

54.81 

Total  —  1991: 


76,938 
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Appendix  4 

1986 

Table 

Value 

Group  1 

868 

Group^  2 

1986 

137 

Group  3 

1986 

1 

229 

Group  4 

1986 

796 

Group  5 

1986 

2 

004 

Group  6 

1986 

23 

,213 

Total  — 

1986 

27 

891 

Group  1 

1987 

963 

Group  2 

1987 

115 

Group  3 

1987 

981 

Group  4 

1987 

748 

Group  5 

1987 

2 

362 

Group  6 

1987 

25 

583 

Total  -- 

1987 

30 

752 

Group  1 

1988 

864 

Group  2 

1988 

139 

Group  3 

1988 

1 

157 

Group  4 

1988 

914 

Group  5 

1988 

1 

805 

Group  6 

1988 

27 

239 

Total  — 

1988 

32 

117 

Group  1 

1989 

987 

Group  2 

1989 

105 

Group  3 

1989 

1 

050 

Group  4 

1989 

811 

Group  5 

1989 

1 

237 

Group  6 

1989 

27 

102 

Total  — 

1989 

31 

292 

Group  1 

1990 

975 

Group  2 

1990 

140 

Group  3 

1990 

959 

Group  4 

1990 

280 

Group  5 

1990 

1 

662 

Group  6 

1990 

26 

610 

Total  — 

1990 

30 

626 

Group  1 

1991 

928 

Group  2 

1991 

236 

Group  3 

1991 

931 

Group  4 

1991 

154 

Group  5 

1991 

1 

728 

Group  6 

1991 

21 

331 

NSF  R&D   Table   Percentages 

Percent   Share  of  Yecu: 

3.07 
.49 
4.35 
2.82 
7.09 
82.18 


3.13 
.37 
3.19 
2.43 
7.68 
83.19 


2.69 
.43 
3.60 
2.85 
5.62 
84.81 


3.15 
.34 
3.36 
2.59 
3.95 
86.61 


3.18 
.46 

3.13 
.91 

5.43 
86.89 


3.67 
.93 

3.68 
.61 

6.83 
84.29 


Total    —    1991: 


25,308 
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NSF  R&D  Table  Percentages 
Table  SD-6:  Federal  Ftinds  for  industrial  R6D  Performance 

Percent  Share  of  Year 


••■ 

1981 

Table 

Value 

Group  1 

424 

Group  2 

1981 

0 

Group  3 

1981 

562 

Group  4 

1981 

619 

Group  5 

1981 

1 

225 

Group  6 

1981 

13 

551 

Total  — 

1981 

16 

382 

Group  1 

1982 

523 

Group  2 

1982 

0 

Group  3 

1982 

623 

Group  4 

1982 

527 

Group  5 

1982 

1 

495 

Group  6 

1982 

15 

377 

Total  — 

1982 

18 

,545 

Group  1 

1983 

641 

Group  2 

1983 

0 

Group  3 

1983 

740 

Group  4 

1983 

718 

Group  5 

1983 

2 

,271 

Group  6 

1983 

16 

311 

Total  — 

1983 

20 

,680 

Group  1 

1984 

621 

Group  2 

1984 

98 

Group  3 

1984 

902 

Group  4 

1984 

487 

Group  5 

1984 

2 

,805 

Group  6 

1984 

18 

,483 

Total  — 

1984 

23 

,396 

Group  1 

1985 

739 

Group  2 

1985 

117 

Group  3 

1985 

991 

Group  4 

1985 

672 

Group  5 

1985 

2 

,743 

Group  6 

1985 

21 

,933 

2.59 
0.00 
3.43 
3.78 
7.48 
82.72 


2.82 
0.00 
3.36 
2.84 
8.06 
82.92 


3.10 
0.00 
3.58 

3.47 
10.98 
78.87 


2.65 

.42 

3.86 

2.08 

11.99 

79.00 


2.72 

.43 

3.64 

2.47 

10.09 

80.65 


Total  --  1985: 


27,196 


74 


Appendix  5 


Ten  Year  Result  of  ^plying  Yardstick 
(Private  Sector  Small  Business  Share)  to  Actual 
Federal  Research  &  Development  Funds  to  Industry 
(Dollars  it  millions) 


Year 

Percent 
Small  Bus. 
Share  of 
Priv.  Sector 
R&D 

Actual 
Total 
Federal 
Funds  to 
Industry 

Total  to 
Small  Bus. 
By  Applying 
Yardstick 

Actual 
Total 
Funds  to 
Small  Bus . 

Difference 
Between 
Small  Bus. 
Actual  & 
Yardstick 

1981 

5.31% 

$16,382 

$869.88 

$424 

$445.9 

1982 

6.01% 

$18,545 

$1,114.55 

$523 

$591.6 

1983 

8.48% 

$20,680 

$1,753.66 

$641 

$1,112.6 

1984 

7.36% 

$23,396 

$1,721.94 

$621 

$1,100.9 

1985 

8.99% 

$27,196 

$2,444.92 

$739 

$1,705.9 

1986 

10.35% 

$27,891 

$2,886.71 

$868 

$2,018.7 

1987 

10.10% 

$30,752 

$3,105.95 

$963 

$2,142.9 

1988 

9.71% 

$32,117 

$3,118.56 

$864 

$2,254.6 

1989 

9.40% 

$31,292 

$2,941.45 

$987 

$1,954.5 

1990 

9.81% 

$30,626 

$3,004.41 

$975 

$2,029.4 

1991 

10.21% 

$25,308 

$2,583.95 

$928 

$1,655.9 

$284,185 

$25,545.98 

$8,533 

$17,012.9 

Total 

Actual  Federal  Industry  Funds  to  Small  Business 

-    $8,533 

Total 

Federal  Funds  to  all 

Industry 

-  $284,185 

X  100  -  3.0% 


Total  Actual  Federal  Industry  Funds  to  Small  Business   «    $8,533 


Difference  between  Actual  Funds  and  "Yardstick  funds" 
to  Small  Business 


+$17,012 
$25,545 


$25,545 
$284,185 


X  100  -  9.0% 
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Appendix   7 


The  Tech/Cellence  Mark 


This  Mark  of  Technology  Excellence  — 
"Tech/Cellence"  as  we  can  it  —  is  legally 
reserved  for  uses  approved  by  the  Acad- 
emy of  Technology  Entrepreneurs  and  In- 
novators. 

It  is  first  a  symbol  of  achievement  — 
membership  in  the  Academy  is  by  n^rit- 
based  election.  Eligibility  begins  with  hav- 
ing competed  successfully  in  the  Federal 
Small  Business  Innovation  Research  pro- 
gram (at  least  two  Phase  li's  or  one  Phase 
III).  Other  applicant  companies  and  indi- 
viduals —  who  have  not  participated  in  the 
SBIR  program  —  will  also  be  welcomed  by 
the  Academy's  Admissions  Committee. 
Those  applicants  with  technology  aofl  er^ 
trepreneurial  attainments  equivalent  to 
the  SBIR  standard  In  the  judgment  of  the 
Academy's  Admissions  Committee  are 
also  eligible  for  election. 

The  Tech/Cellence  Mark  Is  also  a  sign  of 
commitment.  The  Academy  and  Its  merrv 
bers  are  unqualifiedly  committed  to  the 
proposition  that  our  country  can  build  a 
national  machirwry  of  industrial  innova- 
tion second  to  nor>e  in  the  world. 

The  Tech/Cellence  mark  is  also  an  expla- 
nation of  the  combination  of  elements 
critical  to  our  present  and  future  success 
in  realizing  that  commitment. 


The  acorn  stands  for  small,  growing,  re- 
search-based private  businesses,  the 
lightning  bolt  for  both  technology  and  inno- 
vative creativity. 

Each  of  the  six  circles  stands  for  a  'func- 
tional community"  whose  role  in  national 
technology  advance  is  indispensable. 
They  intersect  to  emphasize  their  inter- 
dependence. 

The  six  circles  represent: 

1.  Universities,  colleges  and  other  edu- 
cational non-profit  entities. 

2.  Large  and  mid-sized  technology-based 
companies. 

3.  Small  technology-based,  entrepre- 
neurial companies  —  under  500  em- 
ployees. 

4.  Private  sector  finar\cing  Institutions, 
particularly  commercial  banks  and 
venture  capital  pools. 

5.  Independent  professionals  relevant 
to  technology  innovation — engineers, 
architects,  doctors,  lawyers,  accourv 
tanu,  etc. 

6.  Government  agencies  at  all  four  levels 
(Federal,  State,  County  and  Municipal 
whose  policies  and  programs  help  or 
hinder  technology  entrepreneurship). 

This  symbol,  then,  clearly  expresses  an 
Academy  policy  view.  Success  of  the 
American  innovation  process  requires 
working  cooperation  anwng  these  six 
groups.  The  Academy's  leaders  ar>d  menv 
bers  are  obviously  bound  to  do  their  best  to 
achieve  It. 
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Good  afternoon.   My  name  is  Chuck  Ludlam,  and  I  eun  the  Vice 
President  of  Government  Relations  for  the  Biotechnology  Industry 
Organization  (BIO) .   I  would  like  to  thank  the  subcommittee  for 
the  opportunity  to  speak  at  this  hearing. 

I  want  to  talk  to  you  about  capital  formation  for 
entrepreneurs  and  emerging  biotechnology  companies  and  make   two 
basic  points:   1)  the  price  controls  proposed  in  the  draft  plan 
are  poisoning  our  capital  markets  2)  the  price  controls  imposed 
by  the  National  Institutes  of  Health  (NIH)  as  a  condition  for  the 
transfer  of  technology  are  undermining  the  government  investment 
in  biomedical  research.   I  ask  that  my  statement  be  printed  in 
the  hearing  record. 

The  Biotechnology  Industry  Organization  (BIO)  represents 
over  525  biotechnology  companies  in  47  states.   These  firms  are 
seeking  c\ires  and  treatments  for  deadly  and  costly  diseases  like 
cancer,  AIDS,  and  Alzheimer's,  cystic  fibrosis,  multiple 
sclerosis  and  osteoporosis;  genetically  engineering  foods  eund 
pesticides;  abating  pollution;  and  changing  many  industrial 
processes.   BIO  ceune  into  existence  on  July  1  of  this  year  with 
the  merger  of  the  Industrial  Biotechnology  Association  and  the 
Association  of  Biotechnology  Companies,  both  associations  that 
had  been  organized  in  the  early  1980's. 


i 

I 


83 


The  biotechnology  industry  is  one  of  the  most  capital 
intensive  Industries  in  the  history  of  civilian  manufacturing. 
It  is  certainly  the  most  capital  intensive  industry  of  small 
businesses  ever  founded.   There  is  no  industry  for  which  capital 
formation  is  a  more  pressing  issue. 

The  need  for  this  capital  is  shown  in  a  Business  Week  survey 
of  the  research  conducted  by  America's  businesses.   In  this 
survey,  the  top  six  firms  in  the  U.S.  in  terms  of  research  as  a 
percentage  of  sales  were  biotechnology  companies  —  Centocor 
(124%),  Chiron  (82.1%),  Genentech  (54.4%),  Genetics  Institute 
(53.6%),  Immunex  (53%)  and  Biogen  (48.8%).   The  United  States 
corporate  average  was  3.7%. 

In  the  seuae  survey,  seven  of  the  top  ten  firms  in  the  U.S. 
in  terms  of  research  expenditures  per  employee  were  biotechnology 
companies  —  Biogen  ($178,168  per  employee),  Genentech 
($115,893),  Centocor  ($105,291),  Amgen  ($78,072),  Chiron 
($76,554),  Genetics  Institute  ($66,572),  and  Immunex  ($55,034). 
The  U.S.  corporate  average  was  $7,106.   A  copy  of  this  survey  is 
attached  to  my  testimony  along  with  a  recent  Ernst  and  Young 
survey  of  the  research  intensity  of  biotechnology  firms. 

Moreover,  the  average  cost  per  New  Chemical  Entity  (NCE)  is 
$359  million  according  to  the  Office  of  Technology  Assessment. 
Biotechnology  products  are  between  7  and  10  times  more  expensive 
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than  semiconductor  chips,  the  second  most  R&D  intensive  product 
produced . 

The  research  done  by  biotechnology  firms  is  expensive  for 
one  simple  reason  —  it  is  at  the  cutting  edge  of  scientific 
knowledge.   Last  week,  we  had  four  biotechnology  pioneers  receive 
the  Nobel  Prize  —  two  for  medicine  and  two  for  chemistry. 
Biotechnology  firms  are  focusing  on  cures  and  treatments  for 
serious  unmet  medical  needs.  The  failures  and  dead  ends  are  many 
and  the  costs  are  extraordinary:  clinical  trials  can  cost  over 
$50  million,  a  new  biotechnology  factory  may  cost  $50  to  $100 
million  and  the  FDA  clearance  process  for  a  drug  averages  between 
7  and  10  years  from  bench  to  bedside.   In  nine  out  of  ten  cases, 
the  drug  being  researched  never  even  reaches  the  market.   A 
biotechnology  company  must  raise  approximately  $400  million 
before  it  will  be  able  to  sell  its  first  product  to  a  customer. 

Capital  for  the  biotechnology  industry  comes  from  the 
private  sector  almost  exclusively.   It  comes  from  equity 
investments  in  the  235  public  biotechnology  companies  and  the 
1,000  private  biotechnology  companies  that  have  not  as  yet  gone 
public.   Small  biotechnology  companies,  as  a  rule,  are  not  able 
to  borrow  money  from  banks  or  other  lending  institutions,  which 
will  not  lend  money  to  a  firm  with  huge  expenses,  little  or  no 
revenue  and  a  higher  risk  of  failure  than  success. 
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My  testimony  today  will  focus  on  private  sector  capital 
sources  and  what  government  is  doing  and  can  do  to  influence 
these  markets.  The  government's  role  is  critical  and  at  the 
moment  it  could  hardly  be  more  negative. 

Tax  policy  is  obviously  important  for  capital  formation. 
Prior  to  my  employment  with  BIO,  I  served  as  the  Chief  Tax 
Counsel  of  the  Senate  Small  Business  Committee  and  I  drafted 
Senator  Bumpers'  targeted  capital  gains  incentive  included  in 
President  Clinton's  budget  bill.   That  incentive  will  help 
biotechnology  and  other  high  technology  firms  raise  capital  in 
the  private  markets. 

Neither  this  nor  any  other  tax  incentive  will  be  effective, 
however,  if  the  government  poisons  the  private  sector  capital 
markets  for  biotechnology  firms,  as  it  is  now  doing  with  the 
proposed  health  care  reform  plan  and,  to  a  lesser  extent,  with 
the  NIH's  implementation  of  CBADAs.   There  is  nothing  you  can  do 
for  the  cause  of  capital  formation  for  the  biotechnology  industry 
that  will  be  more  helpful  than  to  lift  the  cloud  over  our  private 
sector  capital  markets.  We  can  raise  the  capital  in  these 
markets  if  the  government  does  not  adopt  policies  that  naike   this 
impossible.   Our  principal  plea  is  for  the  government  to  get  out 
of  the  way  and  let  the  market  operate  based  on  the  results  of  our 
firm's  research. 
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HEALTHCARE  PRICE  CONTROLS 


Today,  we  have  a  crisis  in  the  capital  markets  for 
biotechnology  companies.   (This  crisis  is  documented  in  BIO's 
September  1993  Report  on  the  Financial  Markets  for  Biotechnology 
Companies,  a  copy  of  which  is  attached  to  my  testimony.)   The 
American  Stock  Exchange  Biotechnology  Index  has  dropped 
approximately  25  percent  from  November  of  1992  through  today. 
Small  biotechnology  companies  are  having  trouble  finding 
financing  because  the  "window"  for  public  capital  market 
financing  has  been  closed  all  year.   The  result  of  the  downturn 
in  the  markets  is  that  companies  are  cutting  back  their  budgets 
for  research  and  development.  They  have  also  cut  back  their 
number  of  employees,  or  have  at  least  dropped  plans  to  hire  new 
employees.   If  these  conditions  persist,  the  biotechnology 
industry  as  we  know  it  today  will  no  longer  exist. 

There  are  several  causes  for  the  decline  in  availability  of 
capital  for  biotechnology  companies,  including  clinical  trial 
failures  and  profit  margins  below  investor  expectations. 
However,  the  two  causes  for  this  decline  over  which  members  of 
Congress  have  some  control  are  health  care  reform  and  CRADA 
agreements.   I  suggest  we  all  focus  on  what  we  can  control,  not 
on  financial  market  conditions  over  which  none  of  us  has  any 
control. 


I 


87 


The  principal  cause  for  the  downturn  in  our  capital  markets 
is  the  Clinton  Administration's  proposal  for  de  facto  price 
controls  on  "breeikthrough"  therapeutic  drugs  —  virtually  the 
only  product  that  our  biopharmaceutical  companies  produce. 

Many  policymakers  believe  the  Clinton  plan  does  not  impose 
price  controls.   But,  the  draft  plan  —  "working  group  draft" 
leedced  September  7  —  contains  three  provisions  that  have  the 
substance  and  effect  of  price  controls,  if  not  the  name.   These 
are:  (1)  the  review  by  the  National  Health  Board  of  the 
"reasonableness"  of  the  prices  of  "breakthrough"  therapeutic 
drugs;  (2)  the  authority  of  the  Health  and  Human  Services  (HHS) 
Secretary  to  negotiate  a  "special  rebate"  and  to  deny 
reimbursement  for  (to  blacklist)  "new"  drugs  where  she  cannot 
negotiate  a  "special  rebate"  that  yields  a  "reasonable"  price; 
and  (3)  a  requirement  that  the  government  be  given  a  15%  discount 
on  the  price  of  all  drugs  sold  to  Medicare  patients. 

There  can  be  no  doubt  that  the  "special  rebate"  provision  is 
price  control  in  a  classic  form.   It  may  be  disguised  as  a 
negotiation  over  rebates,  but  the  eventual  price  will  be  the 
manufacturer's  price  minus  the  rebate.  Also,  with  the 
"blacklisting"  authority  as  a  weapon  in  reserve,  the  negotiations 
will  be  very  one-sided.   The  "breakthrough  drug  committee"  and 
the  rebate  provision  also  operate  as  price  controls. 
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I  can  guarantee  you  that  investors  in  biotechnology  firms 
view  the  discussion  over  the  past  nine  months  and  during  the 
presidential  campaign  of  drug  company  pricing  with  alarm.   The 
three  provisions  listed  above  confirm  their  fears.   The 
provisions  are  seen  by  investors  as  the  equivalent  of  price 
controls.   In  the  end,  what  the  investors  believe  is  critical  to 
the  biotechnology  industry.   The  result  is  clear:  investors  have 
been  selling  their  stock  in  biotechnology  firms  and  refusing  to 
buy  the  initial  public  offerings  of  biotechnology  firms. 

Biotechnology  companies  have  enough  barriers  in  raising 
capital  without  the  health  care  debate.   Of  the  more  than  1,200 
biotechnology  firms  in  the  United  States,  99%  have  fewer  than  500 
employees.   All  small  businesses  are  starved  for  capital. 
However,  for  a  biotechnology  firm,  it  is  even  more  difficult.  An 
investor,  before  he/she  invests  in  a  biotechnology  company, 
considers  that  there  must  be  huge  initial  investments,  that  the 
development  period  usually  lasts  between  10  and  12  years  and  that 
there  is  no  certainty  the  investor  will  even  save  his/her 
principal.   The  investors  who  do  decide  to  invest  in  the 
biotechnology  industry  medce  this  decision  based  on  the  belief 
that  they  will  receive  a  return  on  their  investment  in  proportion 
to  the  extraordinary  risks  that  are  inherent  in  the  investment. 

The  specter  of  price  controls  now  tells  these  investors  that 
when  one  of  the  companies  in  their  portfolio  of  investments 
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discovers  a  "breedcthrough"  drug,  it  will  be  flogged  in  public  if 
a  government  bureaucracy  thinks  the  price  for  it  is  too  high, 
blacklisted  for  reimbursement  for  sales  to  Medicare  patients  and 
required  to  give  the  government  a  15%  discount  if  reimbursement 
is  allowed  for  Medicare  sales. 

Investors  cannot  fail  to  notice  that  the  only  sector  in  the 
entire  health  care  system  where  managed  competition  and  global 
budgets  are  not  deemed  to  be  sufficient  to  restrain  costs  is  that 
for  "breakthrough"  or  other  "new"  drugs.   No  existing  drugs  are 
targeted  for  these  special  restraints.   Only  innovation  is 
targeted.   It  is  not  hard  to  interpret  what  this  means  to 
investors  in  biotechnology  companies  and  the  research  that  they 
support . 

The  crunch  time  is  coming  for  biotechnology  companies.  Mr. 
G.  Steven  Burrill  of  the  accounting  firm  Ernst  &  Young,  who  is  an 
expert  in  the  biotechnology  field,  says  that  58  percent  of  the 
biotechnoloav  companies  have  less  than  two  years  of  cash  on 
reserve.   Biotechnology  firms  are  "burnino"  their  capital  at  four 
times  the  rate  thev  aore  raising  it.  With  few  exceptions  they 
have  no  revenues  from  sales  to  fund  their  research. 

It  is  not  hard  to  see  that  this  Is  unsustainable.  If  the 
collapse  of  our  capital  markets  continues,  small  biotechnology 
companies  will  go  out  of  business,  or  will  be  forced  into  selling 
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off  assets  and/or  making  a  strategic  alliance  with  a  larger  firm. 


This  will  be  a  tragedy  for  one  of  the  few  American 
industries  that  is  dominant  in  international  markets.   This 
entrepreneurial  industry  currently  employs  approximately  97,000 
people,  but  it  has  the  potential  to  create  many  more  high-skill, 
high-wage  jobs.   This  industry  is  the  paradigm  of  the  high-tech, 
high-research,  high-risk  emerging  industry  which  we  all  know  is 
the  hope  for  America.  We  cannot  hope  to  compete  based  on  how  low 
our  wages  are;  we  have  to  compete  with  our  brains. 

CRADA  PRICE  CONTROLS 

There  is  a  second  government  policy  that  is  adversely 
affecting  biotechnology  companies  —  government  implementation  of 
the  CRAOA  technology  transfer  program.   The  NIH  is  feunous  for  its 
extraordinary  biotechnology  research,  basic  research  that 
provides  us  all  with  fundeunental  knowledge  about  human  biological 
processes.  NIH  basic  research  programs  have  helped. us  understand 
better  how  diseases  develop  in  the  body  and  how  they  are 
transmitted  from  person  to  person  and  from  generation  to 
generation. 

The  three  key  ingredients  to  U.S.  dominance  in  biotechnology 
—  and  biomedical  research  —  are  the  presence  of  government 
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funding,  excellent  university  research  and  commercialization  into 
the  private  sector  through  the  use  of  risk  capital. 

MIH  is  well  aware  that  it  must  rely  principally  on  private 
biotechnology  companies  to  translate  its  basic  research  into 
specific,  marketable  products.  The  Cooperative  Research  and 
Development  Agreements  (CRADAs)  are  supposed  to  facilitate  this 
transfer.   This  program  has  the  potential  to  ensure  that  the 
billions  of  dollars  the  government  invests  in  basic  research  are 
translated  into  products  that  can  change  the  lives  of  human 
beings . 

Most  of  these  agreements  involve  the  licensing  of  NIH 
patents  to  private  biotechnology  firms  and  the  payment  of 
royalties  to  NIH  if  and  when  the  patents  lead  to  FDA  clearance  of 
products  for  sale  to  the  public. 

BIO  finds,  however,  that  the  purpose  of  these  agreements  — 
to  commercialize  NIH's  research  —  is  undermined  by  the 
reluctance  in  some  cases  of  NIH  to  grant  exclusive  patent  rights 
and  the  inclusion  of  a  "reasonable  pricing"  clause  in  the 
agreements . 

If  the  government  is  not  willing  to  grant  an  exclusive 
license  to  market  a  product  produced  by  the  company  with  the 
agreement,  that  company  has  little  or  no  incentive  to  invest  the 
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millions  —  or  hundreds  of  millions  —  of  dollars  necessary  to 
develop  the  product.   Then,  if  the  private  company  does  proceed 
to  develop  the  product,  the  government  is  not  satisfied  just  to 
receive  royalties;  the  private  firm  is  also  subject,  in  effect, 
to  controls  on  the  price  of  the  product  it  sells.   The  government 
will  determine  what  price  is  "reasonable,"  not  the  market. 

The  issues  of  non-exclusive  licenses  and  price  controls 
both  have  the  same  effect:  to  create  uncertainty  over  the  value 
of  the  investments  that  must  be  made  in  order  for  the 
commercialization  to  be  successful. 

The  requirement  for  "reasonable  prices"  may  be  well- 
motivated.   We  all  want  "reasonable  prices"  for  everything  we 
buy.  But,  with  all  due  respect  to  the  expertise  at  NIH,  it  does 
not  have  any  expertise  relevant  to  setting  prices  for  therapeutic 
drugs.   For  exeunple,  nine  out  of  ten  research  projects  at  a 
biotechnology  firm  typically  do  not  lead  to  a  product  that  can  be 
sold.   This  means  that  firms  must  seek  to  cover  the  costs  of  that 
jreseeurch  -in  the  products  that  are   cleared  for  sale.  They  must  ' 
also  attempt  to  achieve  a  rate  of  return  commensurate  with  the 
risk  involved  for  the  stockholder  so  that  he/she  will  not  sell 
the  stock  and  drive  the  price  down.   These  factors  meUce  the 
pricing  of  a  therapeutic  drug  very  complicated  for  the  firm  that 
creates  the  product.   It  is  heurd  to  Imagine  that  the  government 
would  have  any  sensitivity  or  expertise  on  these  issues  emd  it 
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would  probably  never  see  a  drug  price  that  was  low  enough. 

Of  course,  driving  down  the  prices,  for  the  therapeutic  drugs 
that  do  make  it  to  market  reduces  the  royalties  that  are  paid  by 
the  firm  marketing  the  product.  Worse  than  this,  however,  is  that 
if  the  prices  are  driven  down,  fewer  firms  will  be  interested  in 
the  licenses  and  investors  will  not  provide  the  money  to 
translate  the  licenses  into  marketable  products. 

In  fact,  we  have  heard  of  many  companies  that  now  refuse  to 
enter  into  CRADAs  because  of  the  "reasonable  price"  clause.   This 
undermines  the  value  of  the  government's  own  multi-billion  dollar 
investment  in  biomedical  research. 

The  "price  control"  clause  states  that  when  an  agreement  is 
reached  between  the  NIH  and  a  private  company  to  develop  basic 
research  funded  at  NIH's  expense,  there  must  be  an  agreement  at 
the  time  of  the  agreement  on  the  price  that  the  firm  may  charge 
for  the  drug  that  all  hope  will  be  developed  and  marketed  as  a 
result  of  the  agreement.  There  is  no  specificity  in  the  clause 
about  how  this  calculation  will  be  made  or  what  factors  will  be 
considered.   The  government  would  apparently  have  subpoena  power 
to  sort  through  the  company's  financial  records,  which  companies 
would  view  as  threatening. 

One  of  BIO'S  predecessor  organizations,  the  Industrial 

12 


73-403  0-94-4 


94 


Biotechnology  Association,  has  taken  the  position  that  the  NIH 
should,  instead  of  attempting  to  set  prices,  license  its 
technology  in  exchange  for  up  front  cash  payments  and/or 
royalties  on  sales.  This  type  of  arms  length  negotiation  —  with 
benchmark  payments  —  is  a  common  practice  in  the  private  sector. 
The  precise  amounts  should  be  determined  by  negotiation  between 
the  parties,  and  would  vary,  based  on  the  stage  at  which  the 
technology  is  transferred.  Estimates  of  the  additional  aggregate 
revenues  to  the  government  from  licensing  agreements  range  up  to 
$1  billion.   These  funds  could  be  used  to  support  new  basic 
research,  and/or  to  provide  a  fund  for  those  unable  to  afford  the 
product  that  is  the  result  of  collaboration  between  the  NIH  and  a 
private  company. 

When  one  considers  price  controls  —  either  in  the  health 
care  reform  bill  or  with  CRAOA  agreements  —  it  is  Instructive  to 
note  that  Japan  also  sets  drug  prices.   But,  in  Japan  the 
government  has  decided  that  the  way  for  it  to  develop  a 
biotechnology  industry  that  can  compete  with  the  United  States  is 
to  set  prices  for  "breeUcthrough"  drugs  at  a  premium  which  is 
often  three  times  the  U.S.  price.   I  have  attached  a  chazrt  to  my 
testimony  that  shows  the  international  prices  of  the  principal 
U.S.  biotechnology  drugs.   It  shows  that  Human  Growth  Hormone  is 
priced  at  $14  in  the  U.S.  and  $53  in  Japan;  6-CS  is  priced  at 
$112  in  the  U.S.  and  $375  in  Japan;  EPO  is  priced  at  $40  in  the 
U.S.  and  $99  in  Japan  and  Alpha  Interferon  is  priced  at  $8.75  in 
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the  U.S.  and  $25  in  Japan.   This  pricing  policy  in  Japan  is 
rational  and  self-interested  for  a  country  that  aspires  to 
challenge  U.S.  dominance  in  the  international  market  in 
biotechnology  products.   It  is  ironic  that  the  U.S.  government 
views  drug  prices  as  a  threat. 

In  terms  of  whether  the  proposal  under  consideration  by  the 
Subcommittee  would  make  sense,  or  whether  it  would  be  feasible 
for  the  government  to  take  on  equity  positions  in  lieu  of 
royalties,  BIO  has  no  position  and  cannot  comment. 

In  conclusion,  the  biotechnology  industry  faces  many 
challenges  in  raising  capital  to  fund  the  research  for  the  cures 
for  society's  most  debilitating  diseases.   Government  can  be 
helpful  to  the  industry  in  raising  capital,  as  with  the  enactment 
of  the  targeted  capital  gains  incentive,  but  its  most  important 
contribution  would  be  to  ensure  that  it  does  not  poison  our 
private  capital  markets  with  the  terms  of  the  health  care  reform 
plan  or  its  implementation  of  CRADA  agreements. 

Thank  you  again  for  the  opportunity  to  testify. 
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Attachments : 

Excerpt  from  Ernst  and  Young's  Annual  Industry  Report  on  the 

biotechnology  industry 

Excerpts  from  Business  Week  article  on  R  and  D  expenditures 
Global  price  comparisons  for  biotechnology  products 
BIO'S  September  1993  Report  on  the  Financial  Markets  for 

Biotechnology  Companies 
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IN  THE  LABS,  THE  FIGHT  TO 
SPEND  LESS,  GET  MORE 


A  growing  number  of  companies  are  succeeding.  The  keys?  Planning  and  involving  manufacturing 


List  December,  near  the  height  of 
his  popularity,  then-President-elect 
Bill  Clinton  chastised  IBM  after  the 
wounded  giant  said  it  would  slash  II 
billion— 20%— from  its  1993  budget  for 
research  and  development.  RAD,  said 
Clinton  at  his  Little  Rock  economic  sum- 
mit, is  "the  exact  thing  we  don't  want 
them  to  be  cutting." 

The  truth  is,  IBM  had  little  choice, 
coming  off  a  year  when  it  lost  $4.97  bil- 
lion. And  Big  Blue,  America's  second- 
biggest  R&O  spender  last  year  behind 
General  Motors  Corp.,  isn't  alone.  As 
the  worid  economy  limps  along  and  com- 
petition gets  tougher,  nearly  all  compa- 
nies are  feeling  pressure  to  hold  down 
R&D  costs  and  at  the  same  time  speed 
the  development  of  products. 
On  that  score,  the  word  from  the  bb 


Is  encouraging:  It  really  is  pos- 
sible to  get  more  bang  for 
the  buck  Assessing  how 
much  more  will  have  to 
wait  a  couple  of  years, 
until  more  goods  from 
streamlined  R&D  opera- 
tions hit  the  market.  But 
there  are  early  successes 
around  the  world.  Boeing 
Co.  is  reducing  ex- 
pensive rework  by 
using  computers 
and  teamwork  to 
design  simultane- 
ously the  777  airliner  and  the  machinery 
that  will  build  it.  Japan's  Sharp  Corp., 
by  focusing  its  RAO  on  a  proven  win- 
ner, has  hung  on  to  world  leadership  in 
liquid-crystal  displays  for  everything 
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from  wall-hanging  TV  sets 
to  the  Wizard  electronic 
organizer.  Europe's  abb 
Asea  Brown  Boveri 
(Holdings)  Ltd.  keeps 
products  Qowing  swiftly 
by  doing  more  than 
90%  of  R&D  in  business 
units  rather  than  in  an 
isolated  central  lab. 
To  prosper,  ffiM  will 
have  to  pull  off  such  feats 
and  better.  So  far,  so  good, 
says  Mark  F.  Bregman, 
vice-president  for  technical 
plans  and  controls:  'There  are  certainly 
people  within  IBM  who  think  we're  cut- 
ting too  mudi.  My  view  is  that  we're  do- 
ing generally  a  very  good  job  of  reduc- 
ing spending  without  reducing  the 


R&D  IS  PERKING  UP 


WHO'S  LEADING  THE  COMEBACK 
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R&D'S  BIGGEST  SPENDERS 
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impact  of  the  spending.*  As  more  com- 
panies ma.'^Ar  that  trick,  effidency  won't 
be  an  emergency  measure  anymore— 
itll  be  a  strategic  necessity. 

The  successes  so  far  come  against  a 
backdrop  of  frustration.  The  efficiency 
movement  that  hit  factory  floors  in  the 
'80s  and  the  office  in  the  "SOs  took  a 
long  time  to  reach  the  lab.  CEOs  were 
reluctant  to  tamper  with  a  system  that 
many  didn't  understand.  So  labs  oftoi 
chased  stray  ideas  or  invented  products 
that  were  unbuildable  or  unsalable,  fi- 
nally, top  managements  put  on  the 
squeeze,  and  real  growth  in  R&D  spend- 
ing in  the  1990s  has  trailed  the  aver- 
age {or  the  TOs  and  "SOs. 
nrniAMimiMa.  Still,  forward-thinking 
eompanies  began  finding  a  way  out  (rf 
the  booc.  Motorob  lac  and  Hewlett-Pack- 
ard Cc  to  tnitanm,  developed  princi- 
ples br  streamfining  BAD  that  are  being 
fiymlf  fiM4,  albeit  sl^riy,  in  other  eompa- 
nies. "Heasoring  and  improv- 
ing BAD  prodo^ivity  and  ef- 
(eetivenesaT  was  the  goal 
most  often  dted  by  248  BAD 
directon  in  an  Kpnl  survey 
by  the  Waifaingtoo-besed  In- 
dnstrial  Besaardi  Institate. 

Indeed,  few  business  is- 
sues are  more  important. 
Getting  products  to  maricet 
qdddy  b  hwnnmig  the  key 
to  success,  especially  since 
leading    eompanies    have 
readied  roo^  parity  in  other 
aspects  of  business,  such  as 
iifitiiia*  I  III  iwg  '1  i*t-*  Productiv- 
ity ia  U.  S.  manufaeturing  rose 
a  healthy  2,9%  annually  in  the 
1980a.  Now  Michael  E.  Me- 
Gratlu  eo-foonder  of  Weston 
(Mass.)  product  development 
CDosultant  Pittigiio  Rabin  Todd 
ft  McGrath.  predicts  that  In  the  "SOb, 
youH  see  the  same  kind  of  productivity 
improvements  b  R&D  that  you  saw  in 
manufactairing  m  the  TOs  and  '80s.* 
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By  contrast  with  manufacturing,  how- 
ever, the  efficiency  drive  in  R4D  isn't 
occurring  in  a  crisis  atmosphere.  So 
though  increases  in  R&D  spending  are 
stiD  modest  by  earlier  standards,  they're 
respectable  except  at 
the  most  embattled 
companies.  In  the 
U.S.,  HAD  outlays  by 
some  900  big  compa- 
nies rose  7%  m  1992.  to 
179.4  billion,  according 
to  Standard  A  Poor's 
Compustat  Services.  BAD 
spending  was  strong  in  a 
range  of  U.S.  businesses 
last  year.  It  rose  18% 
in  health  care,  led  by 
biotech,  and  16%  in 
aerospace,  paced  by 
a  30%  leap  it  Boeing  related  to  the  777. 
Spending  fefl  3%  in  telecommunications, 
Iffgely  because  of  a  7%  faQoff  at  AT&T 
that  was  partly  due  to  complet- 
ing the  integration  of  NCB 
Corp.  The  all-industries  fa- 
oease  was  4.3%  after  fa- 
flation.  the  biggest  in  three 
years. 

Internationally,  spending 
gains  were  just  as  healthy. 
BAD  outlays  by  200  big  com- 
panies outside  the  U.S. 
rose  7.8%  in  their  btest  fis- 
cal years  before  adjustment 
(or  inflation,  according  to 
SAP  Compustat's  Global  Van- 
tage unit.  International  spend- 
ing changes  are  measured  in 
local  currencies  so  percentag- 
es aren't  skewed  by  the  dol- 
hr's  faJL  Siemens  repeated  as 
the  No.  1  BAD  spender  outside 
the  U.S.  on  the  strength  of 
its  t5.32  billion  in  outbys. 
while  Japanese  eompanies  took  6  of  the 
top  10  positions.  Sweden,  with  10  compa- 
nies surveyed,  had  the  biggest  national 
gain  in  RAO  spending,  at  15.2%.  Odd  as 
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it  sounds,  such  numbers  don't  reduce 
the  pressure  to  economize,  because  the 
demand  for  rad  is  rising  even  faster 
than  budgets,  executives  say. 
Multinational  companies,  which  have 
the  most  room  to  improve, 
have  been  the  first  to 
take  efficiency  to  hearc 
Many  have  labs  dotted 
across  several  conti- 
nents, so  lines  of  au- 
thority can  be  fuzzy  and 
cooperation  may  be  inhib- 
ited by  language  or  cultu- 
ral barriers.  ABB  has  citi- 
zens of  20  countries  b  its 
Zurich  lab.  The  solu- 
tion, BAD  directors  say, 
b  improved  communi- 
cation. And  that's 
where  many  are  focusing  their  efforts. 
cnuuu  SNOOC.  ABB  b  a  good  example. 
The  Swedish-Swiss  power  and  transpor- 
tation con^omerate  wasn't  sure  how  to 
digest  its  1990  acquisition  of  Combus- 
tion Engineering  bic  based  in  Stam- 
ford, Conn.  But  it  benefited  from  some 
transatlantic  swaps.  It  hired  an  Ameri- 
can. General  Electric  Co.  veteran  Craig 
S.  TMlmon  Jr.,  to  head  the  company's 
Zurich-based  worldwide  BAD.  And  it  m- 
staQed  an  Austrian  who  holds  a  U.S. 
PhD,  Gemot  H.  Gessinger,  to  run  <£i 
Windsor  (Conn.)  combustion  lab. 

Cross-culturalism  ta  reseaidi  can  be  a 
shock.  (Sessinger  found  the  (^innecticut 
bb  dirty,  stuffed  with  unneeded  equip- 
ment, and  unfocused.  He  ordered  a 
deanup  and  cancel«i  dangting  projects. 
And  he  uncovered  distrust  Theiprag- 
matic  engineers  ta  Connecticut  feared 
bLnisions  by  abb's  combustion  theoreti- 
cians ta  Baden,  Switzerland.  The  Swiss 
doubted  the  'banks'  oedentials.  (Gessing- 
er built  trust  by  having  Windsor  help 
perfect  a  gas-fired  boiler  that  Baden  de- 
veloped. Since  then,  he  lus  beefed  up 
Windsor's  research  stafi  with  a  combus- 
tion expert  from  Massachusetts  Insti- 
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OUlfcJUA:  Oota  or*  for  th«  moit  rtcant  Fiscal  yocr  reports^  os  oF 
May  1 8.  If  th«  company  U  not  on  a  colandoryeor  basis,  lh«  number 
of  Iha  monlh  in  which  its  Fiscal  yaor  onds  oppaon  in  porenlhtses 
Ibllowing  iha  company  noma.  Companias  indudad  in  iha  survey  ara 
Bmilad  to  ihosa  rapwling  sales  oF  %SS  million  or  mora  ond  R&D  ex- 
panses of  at  least  J I  mildan. 

fU^W  (jwdub*<.  NM«nai  maoningU:  NSG-nmgoHvm  •omngi;  NK-net  iwkad:  *"<ndud«  cunonw  oi  goii^ffwi^w  ipoiuowd  UO:  **"ndudM  wiywiiitj  aiipara*.  T**&D  i>v 
dudM  CM  Huglm  BKnna  «d  SS         DAFA.  STANOAiO  i  eOCrS  COmPUSTAT  SEIVICES,  A  OMSION  OF  McGtAWXIU  INC 

COMPANY 


R&D  EXPENSES:  Dollars  spent  on  company^ponsorad  raseareh 
ond  development  For  the  most  recent  lucol  yeor,  os  reported  to  the 
Secunties  &  Exchange  Commission  on  Form  10X.  Excludes  ft&O  un- 
der contract  to  others,  such  os  U.S.  government  ogendes. 
R&O  DOLLARS  PER  EMPLOYEE:  R&O  expenditures  divided  by 
the  reported  number  of  company  employees. 
PROFITS:  Pretox  income. 
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tuw  of  Technology.  "We  work  now  in  a 
new  eUmate,'  G^asinger  says. 

Fizmg  research  and  development  also 
depends  on  puncturing  the  myth  that 
it's  inherently  unmanageable.  In  fact, 
reorganizing  RAD  can  cut  product-devel- 
opment cydes  by  up  to  one-hall,  accord- 
ing to  Pittiglio  Rabin,  a  practitioner  in 
the  field.  One  of  its  ideas:  identify  weak 
projects  eai^ier,  kill  them,  and  nourish 
the  survivors.  Planning  helps,  too. 
At  Ford  Motor  Co,,  the  third- 
biggest  VS.  spender  on  MD.  Neil 
W,  Eessler,  executive  director  of 
North  American  vehi- 
cle engineering,  says: 
*A  dollar  spent  up 
front  (on  planning] 
might  save  SIO  or 
IIDO  downstream." 

MVHIBU  SMIBS.  Du- 

Pont  Co,  started  get- 
ting product  develop- 
ment on  track  by  mimicking  Motorola. 
With  the  help  of  Pittiglio  Rabin.  Du- 
Pont  copied  Motorola's  style  of  concur- 
rent engineering:  involving  manufactur- 
ing and  marketing  people  with  scientists 
from  the  very  start  of  product  devel- 
opment. DuPont's  marketers  brought 
radiologists  into  the  labs  to  evaluate  a 
diest  X-ray  system  while  there  was  still 
plenty  of  time  to  change  it  The  sys- 
tem. UltxaVision.  was  developed  in  16 
months,  haU  the  usual  time,  and  is  in 
about  ISO  hospitals.  Says  Suzanne  R. 
Underman,  business  director  fat  diag- 
nostie  imaging  'It's  the  most  successful 
maricet  intradoction  we've  ever  had  in 
the  business. 

Decentralization  u  another  emrent 
watdiwonL  Often,  there  is  an  invisible 
but  Dearly  anax)ssable  barrier  between 
•  eantnl  lab  and  operating  businesses. 
Intel  Corp,  Chairman  Gordon  El  Moot* 
diseovered  that  when  he  co-founded  the 
company  that  became  Fair- 
cfaild  SemioaDdnetar  Corp..  the 
granddaddy  of  Silicon  Valley. 
'As  the  company  grew,  it  be- 
came inoeasin^y. difficult  to 
get  kleas  out  of  tJie  lab  and 
into  the  divisions.'  Moore 
says.  In  fact,  startup  compa- 
nies used  Fiirduld's  ideas  be- 
fore Faircfaild  itself  did,  he 
says.  So  Intel  which  hiked 
BAD  28%  last  year,  doesn't 
hsve  any  central  lab  at  aD.  It 
does  aU  of  its  researdi 
through  operating  divisions. 

Intel  is  hardly  the  only 
eoo^any  to  d«eantra£ze.  xtiT 
Bell  Laboratories,  once  a 
monolith,  is  now  mainly  a 
name  on  a  badge  for  most 
people  associated  with  it. 
Most  take  orders  from  at*T's 


business  unit3.  That  change  of  authority 
was  confirmed  on  Jan.  1,  when  two- 
thirds  of  the  21.000  people  who  got  pay- 
checks from  Bell  Labs  began  drawing 
them  from  AT&T's  operating  businesses. 
Decentralization  paid  off  in  the  forth- 
coming Eo.  a  combination  computer, 
phone,  and  sketch  pad  that  grew  out  of 
unusually  candid  discussions  among 
ATAT's  researchers,  product 
planners,  and  corporate 
partners.  Such  stream- 
lining also  helped  AT&T 
absorb  last  year's  7% 
cut  in  RAO  spending. 

That  doesn't  mean 
BeD  Labs  has  become 
some  kind  of  job  shop, 
of  course.  While 
there's  more  emphasis 
on  here-and-now  prod- 
ucts, ATAT  devotes  10%  of 
its  RAO  to  basic  research, 
the  same  as  before.  And  there's 
still  room  for  free  spirits.  John  H.  Davis. 
Bell  Labs'  group  technical  officer  for 
communications  services,  says  he  winks 
when  he  sees  unauthorized  work  going 
on  if  it  seems  worthwhile  to  him:  "My 
role  is  not  to  stomp  on  things  that  need 
to  survive,' 

Frank  P.  Carrubba  decaitralized  Phil- 
ips Electronics'  RAD  in  much  the  same 
way  when  he  was  hired  from  Hewlett- 
Packard  in  199L  Philips'  RAO  used  to 
be  100%  funded  by  headquarters.  That 
kept  the  labs  insulated  from  business 
needs  during  a  crisis  of  bOing  profits 
and  aging  products.  So  Executive  Vice- 
President  Carrubba  dashed  the  Ba  share 
to  30%,  fardng  researehers  to  seek  work 
from  operating  divisions,  Carrubba 
firmed  out  peripheral  research  to  uni- 
venities  in  Europe  and  the  U.  S.  And  he 
temedagroup  to  fieU  aH  kleas  farnew 
products— V>  k>wer-]evel  managers  don't 
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allow  something  terrific  to  die  on  the 
vine,"  as  had  often  happened. 

IBM's  once-cloistered  researchers  are 
being  forced  to  learn  entrepreneurship 
in  a  hurry.  Three  years  ago,  they  creat- 
ed a  supercomputer  bjt  generating  color- 
ful 3-D  images  from  gigabytes  of  data. 
Rather  than  hand  it  ofi  to  a  business 
unit,  where  it  might  get  lost,  bm  Re- 
search formed  an  internal  startup  to  de- 
velop and  sell  it.  In  Zurich.  IBM's  lab 
even  manufactures,  using  a  test  line  to 
make  specialty  lasers  for  sale  to  the 
telecommunications  industry. 

It's  possible,  of  course,  that  too  much 
focus  on  short-term  problems  and  cost 
savings  could  leave  companies  starving 
for  new  ideas  a  few  years  hence.  Retire- 
ment incentives  have  stolen  brainpower 
from  many  U.S.  labs,  says  Charles  F. 
Larson,  executive  director  of  the  Indus- 
trial Research  Institute.  Overseas  labs 
are  facing  many  of  the  same  issues.  Hi- 
tachi Ltd.  has  roughly  halved  capital- 
equipment  spending  by  its  vaunted  Ad- 
vanced Research  Laboratory  since  1989 
to  save  money.  After  enduring  such 
cuts,  says  Shojiro  Asai.  the  lab's  gener- 
al manager,  *we  may  not  be  able  to  em- 
bark on  some  grand  new  enterprise." 

Still,  don't  assume  that  giving  busi- 
ness types  more  say  in  research  must 
produce  short-term  thinking.  Once  trust 
develops  between  the  two,  managers 
may  actually  end  op  urging  research- 
ers to  concentrate  on  kmger-term  needs, 
says  William  F.  Powers,  executive  di- 
rector of  Ford  Research  Laboratory. 
Agrees  abb's  Tedmon:  "Business  manag- 
ers many  times  have  as  long-range 
views  as  anybody  in  the  laboratories." 
■McxBiisms.  In  the  fastest-growing 
companies,  the  distinction  betireen  the 
buahiess  and  the  lab  can  be  hard  to  de> 
tect.  That's  true  in  biotechnology.  At 
Chiron  Corp„  RAD  was  82%  of  sales  last 
year.  The  bet.  of  course,  is 
that  heavy  spending  now  wiD 
produce  a  stream  of  block- 
busters that  will  have  Chiron 
sitting  pretty  for  years. 

Companies  such  as  Chiron 
aren't  increasing  RAD  on  a 
whim,  and  neither  are  their 
counterparts  in  less  flashy  in- 
dustries. Companies  that  want 
to  grow  must  sow  new  seed. 
But  they're  husbanding  re- 
sources more  carefully  than 
0v«r.  Tb  paiaphriae  the  Pres- 
ident, that  is  the  exact  thing 
they  should  be  doing. 

By  PtUr  Coy  oi  jVeui  York, 
with  Jonathan  B.  Ltvini  in 
Paria,  Jotrpk  Wtbtr  tn  Phila- 
dtlphia,  Richard  Brandt  in 
San  Frmcitco,  Neil  Grots  in 
nh/o,  and  burtau  rtporU 
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REPORT  ON  THE  FINANCIAL  MARKETS 

FOR  BIOTECHNOLOGY  COMPANIES 


"If  the  Administration  imposes  price  controls  on  our  products,  no  amount 
of  good  intentions  will  hdp  this  fledgling  industry." 

Mr.  David  Robinson,  CEO,  Ligand  Pharmaceutical 

"...  any  s^nificant  government-mandated  price  controls  will  ii\jure 
the  pharmaceutical  mdustry,  but  destroy  the  biotech  industry." 

Dr.  George  Rathmami,  CEO,  ICOS  Corporation 
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Executive  Summary 

This  RqxJrt  is  presented  by  the  Biotechnology  Industry  Organization 
(BIO),  which  represents  the  emerging  biotechnology  industry  in  the  United  States 
and  abroad. 

The  Report  contains  data,  presented  in  the  form  of  graphs,  documenting 
the  collapse  of  the  coital  market  for  biotechnology  companies.  It  includes 
articles,  as  well  as  press  and  market  analyst  quotations,  which  point  to  the 
discussion  of  price  controls  or  review  as  a  major  factor  in  the  collapse  of  the 
capital  market 

The  data  indicates  that  the  coital  market  for  biotechnology  companies 
collapsed  in  January  of  1993  and  has  not  recovered.  There  are  several 
explanations  that  can  be  given  for  the  collapse,  including  poor  trial  results  for 
therapeutic  drugs  that  were  considered  industry  leaders,  and  profits  below  analysts 
predictions  for  companies  considered  to  be  industry  pacesetters.   However,  the 
Administration's  discussion  of  price  controls  or  "jawboning"  is  cleariy  a  m^'or 
factor  in  the  collapse  of  the  market  and  it  is  the  one  fiactor  which  the  President 
and  the  Congress  can  influence. 

Biotechnology  firms  are  among  the  most  capital  and  research  intensive 
enterprises  in  the  country,  and  the  growth  of  the  industry  is  dependant  upon  the 
equity  maricets  for  capital  to  continue  financing  research  and  development  Ddbt 
capital  is  not  generally  available  to  biotechnology  finns. 

As  a  result  of  the  collapse  of  the  c^tal  mariot,  the  biotechnology  industry 
is  being  forced  to  slash  research  and  development  spending  inevitably  delaying  or 
tenninating  the  development  of  treatments  for  such  diseases  as  Alzheimer's, 
AIDS,  and  various  cancers.  Companies  are  increasingly  turning  to  Japan  and 
Europe  for  capital,  potentially  relinquishing  the  United  States  technological 
advantage  in  die  field  of  biotechnology. 


This  Rqx}rt  concludes  that  if  the  President  and  the  Congress  proceed  to 
impose  price  controls  or  "jawboning",  the  United  States  biotechnology  industry 
wiU  be  crippled  with  drastic  consequences  for  American  competition,  cjnployment 
and  human  health. 


I».a  K  STIIEET.  N  W  .  SUtTE  I  ll«l 
Vl'A>HIN<;Tl>N.  DC    J«<».-1MI4 
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Graphs 

-The  BIO  Index  lost  18.64%  from  November  1992  through  July  1993. 

-The  value  of  initial  pubiic  offerings  through  June  30,  1993  is  only 

$253  million,  compared  with  $1,203  million  for  all  of  1992  and  $1,542 
mlUion  for  aU  of  1991. 

-The  value  of  the  tntal  nffprimis  through  June  30,  1993  is  only  $759  million, 

compared  with  $3,256  million  for  all  of  1992  and  $4,200  million  for  all  of 
1991. 


n.        Articles 


'Investors  fear  tliat  biotech  companies  will  have  dilTiculty  recouping 
profits  from  their  enormous  mvestment.  Indeed,  the  40%  drop  in 
biotech  stocks  since  the  Clinton  Administration  took  ofGce  in  January 
rdkcts  that  fear.* 

Chris  Kranl,  "Backing  Out  of  Biotech,"  Los  Angeles  Times,  June  7, 1993,  p.Dl. 


in.      Press  and  Analyst  Quotations 


"The  downturn  (in  the  capital  market  for  biotechnology  companies)  has 
been  exacohated  by  fears  that  the  Clinton  Administration's  forthcoming 
healthcare-reform  plan  will  place  strict  controls  on  the  price  of  prescription 
drugs,  severely  limiting  the  profitability  of  biotech  firms." 

R.L.,  In  Vtvo:  the  Business  <S  Medicine  Report,  March,  1993,  p.4. 


"Biotedi  stocks  continue  to  be  weak  due  in  part  to  the  overaO  fear  of 
Clinton  heatthcaie  polides  and  their  possible  impact  on  the  ability  to  raise  capital 
and  on  Y  J*.  Gore's  fence-straddling  biotech  policy  which  professes  to  be 
supportive  in  dlstingnishing  biotech  tronn  pharmaceutical  products  but  calls  for 
more  regulation.' 

"Menill  Lynch  Global  Securities  Research  -  Biotechnology  -  Reasons  to  Buy 
Genzyme  and  Protein  Design  Now,"  June  24,  1993,  p.2. 
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The  BIO  Index'  lost  18.64%  from  November  1992  through 
July  1993. 


The  value  of  initial  public  offerings  through  June  30, 1993  is 
only  $253  million,  compared  with  $1,203  million  for  all  of  1992 
and  $1,542  milUon  for  all  of  1991. 


The  value  of  total  offerings  through  June  30, 1993  was  only 
$759  million,  compared  with  $3»256  million  for  all  of  1992  and 
$4^00  for  all  of  1991. 


The  Fidelity  Biotech  Select  Fund  lost  18.15%  from  April  1992 
through  April  1993. 


'  The  BIO  Index  consists  of  100  public  biopharmaceudcal  companies:  Tier  1  companies  with  a 
market  capitalization  of  greater  dian  $400  million;  Tier  2  conq)ames  with  a  maricet  capitalization  of 
between  $100-$400  million;  and  Tier  3  companies  with  a  maricet  capitalization  of  less  than  $100 
million.  The  BIO  Index  is  weighted  in  &vor  of  Tier  2  and  3  companies  to  accurately  represent  the 
biotedmology  industry.  The  Amex  Index,  found  elsewhere  in  this  Report,  is  weighted  in  favor  of 
large  capitalization.  Tier  1  companies.  The  large  drop  in  the  Amex  Index  is  attributable  to 
disappointing  clinical  results  for  several  of  its  companies. 
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n.       Articles 


"Inevitably  or  not,  the  flnancial  condition  of  many 
biotechnology  companies  will  soon  be  critical  miless  the  capital 
markets  revive,'  Gensia's  David  Hale  said. 

'If  the  condition  persists,  you  are  going  to  see  some  new 
companies  shut  down  or  end  up  in  a  fire  sale  of  what's  left,' 
Hale  said.   The  concern  I  have  is  that  biotechnology  as  an 
independent,  viable  industry  will  cease  to  exist.'" 

Chris  Kraui,  "Backing  Out  of  Biotech,"  Los  Angeles  Times, 
June  7,  1993,  p.DI. 


"Price  controls  on  new  drugs  have  the  real  potential  to 
kin  this  mdustry.  Despite  many  drugs  in  the  R&D  pipeline,  not 
many  products  are  on  the  maric^  New  capital  is  constantly 
needed  to  keep  these  companies  viable.  Govemmait  regulation 
of  the  rate  of  r^un  on  new  drugs  through  introductory 
product  price  controls  would  prevent  investors  from 
anticipating  profits  commoisurate  with  the  risks  of  investment." 

Kenneth  J.  Widder,  "Why  the  biotech  industry  is  in  peril,"  San 
Diego  Union-Tribune,  June  20,  1993,  p.G-3. 


"The  U.S.  is  at  risk  of  losing  its  leading  position  in 
biotedmol<^  by  the  end  of  the  decade  unless  technol<^y 
exdianges  between  the  U^.  and  Japan  become  a  two-way 
strert." 

Ann  Thayer,  "U.S.  biotech  lead  dependent  on  links  with  Japan,' 
Chemical  &.  Engineering  News,  May  25,  1992. 
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DoflAnflcles  tSlmts 


MONDAY,' JUNE  7,  1993 


Backing  Out  of  Biotech 

Health  Care  Reform  Dampens  Enthusiasm  of  Investors 


ByG4RISKRAUt 
TMa  siAfT  viirn 


nOBSbv  Of  onwB^s  Bl  3993 

Jwwry  I 


Noting  blUng  prices 
for  bioieehnalogy 
stodcx  aemuyeaat 
San  Oiejo-bascd  Vi- 
'agene  in  March  scapped  a 
S2S-miIlion  suck  ofl'ering. 
baae  hxrng  and  shelved  some 
d  the  coTTtpany'a  AIDS  re- 
seardi  ontil  It  can  nae  iiiane<r 
elsewhere. 

Similarijr  spooked  was  Sibia 
ef  La  JoUa.  wfaiefa  pve  op  on  a 
public  suck  ale  Uns  Tear. 
Sine*  then,  aeeaiyes  have 
flswD  10  EtBope  and  Japan  U 
try  to  hotte  SU  bSDob  ftsm 
hwiMinKwi?  Iavcsua  Tatj 
m  resigned  ts  signiag  a««r 
twiei  U»  tcpaij  liter  wonld 
bave  reUnqnished  In  a  pwhtfe 

■»•■•  _, 

"Dw  health  ore  refttm 

cydone  ha«  pot  a  tretnenrtoin 

damper  en  brrcster  aoitndcs 

about  bietidL  W«  «•  bemg 

onduty  ponahcd.'  said  Frank 

BCung.  piiuidint  of  Ceaelahi 

Tcefanolecies  In   Bedwood 

Otr.  vfaieh  sold  stock  to  a 

Cernan  CDOipaBr  in  a  ptivau 

deal   lut  BHBth  after  also  

ejving  up  on  the  stock  marfcctx  "Hicse  oash^hungry  oostpanics 

tar  'hat  'i' '"luliiij'"  enrrcm  Baubles  are  net  Just  another 

CTdial  stump,  and  that  nnienal  health  ear*  reform  will  sour 

brvcsters  en  biotceh  stocks  for  Bomhi.  rren  yean,  to  come. 

AHhfl■n^^  pohlWwd  n^oru  aj  Presidam  CQnten's  task 

florcs  on  health  car*  lefuiui  is  hji^lng  away  from  pteposng 

ima  pric*  CBmrgis  on  drags,  they  tear  that  the  final  plan  wiU 

techidcsDm*  nitt'hi"'T"'  tor  putdng  sertous  restraints  on  drug 

Investan  ftar  that  Moicdi  njiiiiunin  win  have  dfneulty 
feeoupnig  prafltj  tron  their  wuiuaws  nvcstnents  in  develop* 
tag  drags  for  sariut.  they  adil 

bdeed.  the  40%  drop  in  Uotaeh  stocks  dace  (he  CUnton 
Admausirauan  took  office  in  Jamary  rcflceis  that  fear. 

*t»gybedy's  a  Uttte  squewiah  about  povcstmg  inf  the 


Biotech  Slump 


A  I'TTig  «)i""[i  ia  tsoCsehzsalogy  stocks  has  caused 
biateeh  oiispaiiies  to  avoid  stock  markets  as  a  meaits 
of  raisiBg  Bosej.  From  a  total  of  70  bioteeh  oSezings 
in  1991.  the  nmnber  of  Issoea  dedlned  to  40  in  1992 
and  has  begg  dcffiining  ainea  January  as  has  the 
ammsu  of  siOLjty  raised  from  stock  aSerings. 
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whole  pharmaeeuUeaU  and 
health  care  industry  because 
it  still  isn't  dear  what's  going 
to  happen."  said  Wniiam  T. 
Comer,  president  of  Sibia. 
which  is  developing  a  treat- 
ment for  epilepsy.  ~And  until 
there's  some  kind  of  dariSca- 
tion.  especaily  in  the  pricing 
structure  of  drugs,  you  won't 
see  investors  get  excud  about 


If  the  market  bOs  to  re- 
bound soon,  bioteeh  execu- 
tives say.  there  will  be  a 
fkindamental  transformation 
ef  the  industry,  with  a  trend 
toward  fffimnlirtatinn  accslcr* 
iting-  Artffltlnnally.  they  ay. 
foreign  drug  firms  will  prob- 
ably take  an  lixieasiag  share 
ef  the  Afflctican-bflm  msus- 
try  as  th^  sens*  iher*  are 
bargains  to  be  had. 

Last  week.  Rhuiie-Poulenc 
Borer*  a  Fieuch -owned  mak- 
er ef  prescriptien  and  over- 
Ihe-CBuntcr  drags,  said  it  wiU 
pay  S1I3  mOUen  for  a  37% 
soke  bl  Applied  Immune  Sd- 
«nee&  a  Sana  Oaia  Uotecfa 
firm  specallsng  in  sopfatsti- 

eated  cell  and  g*n«  theapies. 

Tbe  principals  in  the  dsal  said 
Friday  that  they  have  been  talking  jince  last  bll  and  that  the 
liming  of  the  French  company's  announcement  was  comsden- 
lal  to  the  slump  in  stock  prices. 

Earlier  in  May.  Boehmger  Mamheiffl  agreed  lo  a  S14-mil- 
Bon  deal  to  buy  stock  in  Cenelabs  Technologies  and  finance 
some  ef  the  company's  reaeireh.  Ceneiahs'  Kung  conceded 
afterward  that  he  would  have  driven  a  *mueh  harder  bargam 
ta  a  mar*  relaxed  matmer'  with  the  German  firm  if  the  stock 
nnrkct  had  notseured. 

Companies  such  as  Cendabi  hav*  hug*  cash  needs  because 
of  cipeRsive  uiug  devclupntent  programs,  in  which  they  ipend 
from  n  mtlUen  to  %*  million  a  month  developing  and  ustmg 
drugs  in  labs  and  hospitala.  And  since  moA  cuiiipjiiiei  have  no 
product  sales  and  just  12  months  lo  la  nwHnhff  wonh  of 
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Oatiaued  {rom  Dl 
operaung  cpiul  in  the  bank,  they 
are  fesiing  increasinj  pressure  to 
make  deals  with  other  0^  Japa- 
nese and  European  investors. 

"The  airways  £rom  here  to  Japan 
are  full  of  biotechnology  execj- 
tives  trying  to  arrange  investEient 
deals.'  said  David  Eale.  chief  exec  - 
'  otive  of  Gensia  Pbarsiacsuticils  in 
Sanbiega 

But  the  hiotech  companies  are 
finding  thai  these  potential  inves- 
ton— mostly  large  domestic  and 
ftn  ^''y^  drug  companies— are  driv- 
ing  bard  bargains. 
• .  -^i^  possiinlity  tharimrorfnino- 
ry  prices  of  biatechnology  drugs 
may  be  subject  to  controls  has 
^iy*a»^  yTT^  bivestors  conceis  in 
terms  of  geding  a  satisfaetory 
f  I'll  II  on  thsr  csremeiy  high* 
risk,  eariy-stage  investments." 
sad  Steven  C  M'»'"^»"i  ioRner 
jfhi0(  eisuitlvn  at  Zdma  of  Berice- 
Jey  who  left  recently  to  start  up 
Priiiu  Fharmaeeotieais  in  San  Die- 

£31  Lilly,  vfaich  has  invested  in  . 
40  btote^snology  f "npjwi—  as  a 
iny  of  keeping  an  eye  on  emerging 
ing  deveiopmenc  has  tightsied 
jt3  ^-mii'jwU  to  the  point  that  it 
will  DO  Iflnger  boy  into  a  bioteeh- 
gojMy  company  f*^*  has  only  one 
or  Vtn  dni^  in  the  pxpeun^  chief 
If  '■iifiH''  ofnpfT  Ii<ffgh  Tliiiiinivm 

'.  /"Tlure  jBst  arent  many  winners 
^n  tuO  iodBSQ?*  '^'nfl^BBsoQ  saui  on 
a'teeent  visit  to  Sas  Diego,  witers 
IMj't  Eybrtteeh  Uotiehiiolocr  . 

**73w  bOBT  Is  tttSC  IS  BXCfl  sc 
IP'"**"*  9^0*  BTCStfiCS  coon  Dot 
0B8B  to  f8l  OOB^B  01  OlUCgPflDMO" 

ggr*  Btcwm  Jjiiiiji/»  1S91*  ssi 

jtBM^  lS9t  PiOtfllnPfllOpr  CWH^*    j 

vtB  ndsod  sfaout  9U  bflSoo  ta  j 

StOdC  Sit9^  XOKBtf  S  BWlA  S  fO 
tho   flUlZS  pKVTfOBI  ClCMft  Scd 

^^v^^p^^2  ^jp^^ti^  r9^2qb^u  ^DFB^bOP  ok 

&BSt  m  TOUBFS  BOtBCSDOlOfX 


J9  *T  ^^  Tmirny  frvnxjr*  ttU 
ptt  SnfllvsL  2  Cnnp<n  A  LjfbEaod 
*  io  Sfli  Olc|0  who  I 


AOVy  VBB  BlUtB  GW  rCBOIS  OD 

tohoriga^thwtftfupiicqydflu 
ttat  UP  Wnfwrti  ci  irinuiito  fa  too 

BB   tut   tBS   ^nCCB  of 

wflljnaecd- 


SOHIO    9M    IBS    StOCS    WfUn 

CTwftfty  off  s  jfaopix  s  flafi  is  tiM 

inJMiPliiy  of  t  scm  jonn^  iodoi* 

II7  "^  2  QW    IBBO  of  tUUfU    ID 

^RA     Sf^^R^^QS^^l      Oa      t^&O     EBU^^nt     OS 

thn*  Usbly  touted  antl-i^sis 
dmgs  to  gain  FQA  appravai  is  the 
hat  yor.  said  JacqueQne  SegeL 
chief  Rnaneal  ofTIesr  at  Isis  Pior- 


lUTXCJkTLSr  /  l«i_ 

Tina  Befger,  Steven  Mentlefl  of  Prian  Phannawjticals  in  San  Diego. 


maesuticals.  a  r'H^ihti  biotesh- 
ooiogy  company. 

~i.iiere's  a  growing  awareness 
on  the  part  of  investors  of  what  we 
go  through  to  get  these  prsduca 
developed."  said  Howard  E. 
Greene.  ■■''Jii  n-i"  of  Amylin  Fhar- 
marwiTlrats.  a  San  Diego  bioteeh 
company  wuiiUug  on  a  trm-iiir^mpt 
toe  dtahrrej.  "Xarge  drag  eumpa- 
Bies  have  never  taflted  about  inifi- 
Tidnal  drug  developmenL  They 
doa^  Qke  to  get  19  and  malce 
lUHifrTfuiii  tzBfiH  they  bare  tfy* 
new  drag  in  the  bag;  so  to  speak. 

"Oniy  wfih  the  mergence  of 
ni'f'Ti'nn*^l'rflj  fisi  Wau  S&cet  got 
to  watch,  sqi  by  step  withpaisjbi 
cliilty.  tho  '**""**  piixeu  of 
-ttBvvfling  a  fio^  Qreesesn^ 

uiilmtry  ii  that  prospective  tores* 
tors  art  more  dill  'fiiiiiudng. 

'wfiireB  ta  the  past  you  das* 
sod  them  with  sdence  or  lahorato* 
ly  or  iiiiiiul  i't™i iiiifnfi  bow 
(potential  investors  are!  fbcnsedoa 
human  dlnieal  trial  results." 
Gresfiesaid. 

Afid  iuvestoxT  patience  is  short- 
cr.  nihta*s  Comer  sibL  Companies 
Aypjng  ifflpx  QcCBrin^  a  year  ago 
wen  able  to  ad  shares  by  projea- 
taf  predtst  sales  by  the  end  of  the 
flfr^rfe  "^faw  jcu  have  to  have  a 
wiiiiuMe  f njni'H  of  having  a 
pnnliir^  on  the  nurift  by  1SS6  or 


(companies  trying  to  raise  capital! 
have  a  tough  sell  to  investais."  . 

Inevitably  or  not.  the  Bnandal 
condition  of  many  biotechnolagy 
companies  will  soon  be  citleal 
tmlesa  the  cnrrital  tsarkets  revive. 
GvTRna's  David  Eale  said. 

"I{  the  eomfition  pesdsts.  you  are 
going  to  see  some  oew  companies 
jfaut  down  or  end  up  in  a  fire  sale  of 
what's  left'  Eale  said.  "Ths  con- 
cern I  have  is  that  biotechnology  as 
an  iDdepeoacnL  viable  tadussy 
win  cease  to  cdsL" 


•Copyright ,  1993,  Los  Angeles  Times.   Reprinted  by  permission. 
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The  following  article  appeared  in  THE  WALL  STREET  JOURNAL,  issue  of  May  25,  1993. 

Clinton  Health  Plan  Hurts  Biotech  Firms 


By  CoAYA-f  Gct::; 

Staff  RmtarUT  s/  Tiie  Wau.  Stkxtt  iuca.'iAk 

XL  uncsr:;inr/  about  Pf«irii?rt  din- 
ton's  lieilUi-cirs  plan  is  rtwrin?  bi;  dm? 
companies'  smdcs.  It  is  beipinf  n  wresic 
ti2vac  at  ^T"^!!  biacedmology  coinpnnir* 

Ever  ynr^  tbe  adminisniion  sansd 
taildn;  about  bealUt-on  dtan^es.  die  tor 
of  piic:  ud  cost  cuutrofa  bas  bun  ttie 
biocedi  businea.  On  Wall  Street  siodt 
pries  of  biocecii  '•""T""'**  bare  plum- 
meted, ruuncs?  bas  dried  on.  And  plans 
tag  expansion.  In'-'"^'"?  Mrin^.  se*  on- 
smcsian  ^^'^  new  projees.  bare  been  put 
on  hold.  '  "'    -- 

T&e  esiire  biocec&nolo^  luiluuiy  is 
under  a  doud.  But  small  biotedmoloQr 
eompasies  are  Uie  *pr<\'^  bit  WU&  no 
praducs  and  no  revenue.  Qiey  need  steady 
^I'l-wT  o  (lis  <~\^*^i  uuiieo.  Tbt  dtoujiit 
Btey  now  Cacs  oireaiBB  ttteir  plans  Ibr 
teseaici!  and  eommercallzaiion— and.  Ibr 
^nni»,  t&eir  ic?  essstssce. 

Of  course,  ttie  indiBizy  basntbeipe^  Us 
otra  euse.  Problems  vitlt  sans  bi^iily 

EthHi'ii»)  (fro^s  and  ttte  Iniliivijf's  inabil* 
7  b3  ffTffl*  op  vilh  Dsv  blocttoststs 
fay,  acntei  la  iaajg.  iad  a  sley  of 

♦^ff^w  bzTB  fizntifr  ctff'ri^'l  tbt  cDDpcd* 

ttrepiciiiic* 

OttterSctiBcks 

tejttll  HPfaffr  ^Tff*1  ^np  "*  ^^  Itwf  ^yiirp 

gjomtt]  of  t2ds  Tear  UI  SS&  tan  die  B9Z 
poted  to  SQSu  '''*^"'"'  iiiiiiillin  to  ta 
Tiro.  >  SJunwflc.  Ouhl.  Indiuuf  uf  wTtK- 
tof  2fiQrB  ttos  I QQ2BS  cDfflsasxeL  qqq^. 
inf  Ti  l|,''*^  pfaxBBcentiBl  OsiPi.  Gsh 
~      iQBBsatfBnallk&aadTaBBBI^  ' 


gyattuiifljcfarepiitilttii  iiiilnflhiin^ 
OB  iBdiL  Ottteis.  sodi  sV^nbc. 
i^]i^  Kut  postpsned  ptcnoB /jnrilins 
toflovtof  Qt&cr  tBmn&7  siffiacEL  uSfc 
sifflstT  caocsieB  pnBuc  qboesov  bqqs 

v^^,^,  J  QQ  ntescoo  to  tor  Bjod  Ba£ 
IftitSm^T  tff^rt  tBspnf  anafltoffiefflffln 
gaosrabflttftoQisetooiicT^'SQsBo'ic 
Attfn*^  c^icf  ti"  Mill*  ofDcsrof Tb^SDB 
hi  Sut  Oi>SB>  fffiii"!  to  tti  Sb  Wf*! 
nsi*  as  Iteid  af  Sis  (Tlmtm  -■-•-■^ 
gai>]  ttolOKirs  Bsk  tecL 

Bslidielj  Bors  Binui 
km  Cued  USt  betffr.  Sccbi 

flffT*T*  ■'■^*"«^  Q&  to  S8&7 1 

BDtt&s  ^y*^***^  casQaitjT  v^sapacbyeof 
mnrtUs  diiit  t&at  2tad  been  BpBBBd  to 
Ipiiif  BBTS  San  SBO  bSDob  taa  IBs 
ffff^^  of  siTCB  small  csmpasicL  tadsd* 
Inf  Cti&tc  TtBRiBceisdols  toe  CjuCh 
ft  iiifii^'n  Tit**  Uyuuuut  TtadBolo^ 
ftif  Ifeuufsu  Csrp.  and  Hryfljw  Corp. 

"^a  mil  ■'  ",H"^  3fid  njft  iljrton  ssr- 
p.MFi,j«T»Y  prtc:  esntrals  IdQed  Ha  bio-^nm- 


Cotlowiu^  Ptn  if  f*nt  Gntax's  y^rnnn  v^!siy. 


.  __         ZJ5-~C='..?V  ■ 

fflf*^*^^*  <>W.^W.    Wl^^^M^  *W<.^W.^.»  Im^ 


die.  We  bit  tbe  maricet  at  the  wnm;  ttms.** 
3273  Mlsba  PedtrridL  a  """"V^f  direc- 
tor at  BnbeiBan  Stepbeas  k  Co..  tbe  San 
Ffani'i^co  btrestmsst  bank  Ittat  put  to* 
pttter  dis  con7eRi2]le  de^t  padcags. 

SiiUlLC  of  BWIIUiLBS 

Bar's  ai90  yy*n  sSccte^  Sues  paros^ 
sniDs.  I  soQrcs  of  caoi^u  aos  resoi^nses 

T""***^  ffiinpanfH  dropped  to  S  in  (bs 
^2u(2qj^^^qqqqq  or  uDS  Tear  Qu^s  2B  &  vsir 
cazfis'.  3393  iB  Tin.  "lite  Ixrje  eompa> 

gfgg  ][g  ^iiiihwTrry  dOWQ  ^*^VT  Of  t&S 
^lliiwrjlnty    XtiBJ  «ant  to  tUV  VtBtl 

tT^'Tto  iHyiiii  to  tH'fi^fr'H  ii<nT^pimwwf 

n^mrw    I^Jfff   QQ    mOTB   QQBtOS    QQQ2flQCa'* 

rqq^    J2y3  BSQ  QSSrtBBBB.  CStSS  CSBS^ 

ttrS  of  XbCDXl  pb22Q2CeBuC31S  OBiL.  m&* 

^ ^DBSC^'CSilC?*  9Dd  'D^D^r  BBSS  XBL  U^L 

fajjggs  dmstapntsBt  at  SI  UIt7  ft  Co. 

"fitnstots  ibssdjr  tan  tasn  Au^ 
OQiDtBd  07  ^bB  poor  cSnt^ai  ^isuiu  of  so&s 

Br^fr^^Q^Q,  Qj^QQ2S2CS  SDCS  as  3jVe^SBSL 

ssd  IU>  BtiHi'lftim,"  SS73 


Sofer  LsiffiBS.  edtor  ofHi  Ttro.  5ow.  "& 
bnt  of  'ffifn"  ami  qiiiflHlni  tcAam 
BQD0S3iS*  csn^iBff  ffonx  prscB  cdosqis  qb 
k  oxdoaai  ns  of  rcinibQisiUt  <tnifs«  tas 
ttiuwu  t&B&  ftir  I  tonpi" 

"X&l  BCSBSC  OBDCSrS  B  pTICB  COBCTOIS 

tor  ssv  prodnen."  saTS  JUb  Sasnsks.  s 
Oemr  sanafer  of  Gobal  HesiHi  SdsBCB 
jtxpti  and  flnandal  yn^*^*'  ^**'^  Sd- 
■tcB  PuiiAiOo.  "II  pria  uiiiuiiti  an  put 
to  place  joa  wO  not  ses  snr  ftnifln 

me  Food  and  Drny  idminisaailon  b 
1I30  esntrtinitlny  to  (tie  luilusny'i  qoan- 
dary.  Tis  biv  FBA  sipals  art  Oiat  tte 
Bsslnid  (forappnmil  basdtan^  &um 
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Bohannon:  TTw  guy  w9h  ffis  money  dctates  the  terms' 

•  •*  •  •  ^^  ' 

B^  ideas,  but  litfle  money:  Biotech 
Tvildcatter  stumbles  on  Wall  Street 

By  Ibnni  Sabota 

Robet  Bohanam  las  devdoped  a  vicdne  for  paGo,  tat  be  e3a*t  sdl  it 
Be  has  JlacovaeJ  ira  AIDS-IiiBe  leuuviiua  aod  mveuteJ  %  ^ncdne  tB  tietf 
it,  tat  bs  cant  sdl  tfaat,  etfasK  •'"  .      " 

BoQSBuaix  B  juninntt  of  an  obmiie  Buustun  biotesfaoology  fTim  eaOed 
Onasco  Conpaniei  Inc  Be  has  some  WT?»t^  ideas,  tat  he's  too  broke  to 
'biiBg  "ifin  to  nuiiLBt. 

Wi  eotpontiaa's  stoA.  tiades  pnbGdy,  but  Bobannon  has  basically  Wnmr 

its  sole  niuncitT  The  noiaiSc  thrashing  r\t. .  yv_ • 

of  biotedi  Stocks  has  qoelled  his  h^  ObSOire  OtUBCO  gOUtg 
of  gaifaedng  nme  money  vSallhIL  Street  broke  despite  (SsCOV&y 

"Sc^rw  been  finuSng  the  com.  ofneyvpoUo  VOCCme 
paoy  out  of  vcty  own  yxket,  and  I  lan  ont  of  money,"  Boliannon  «*nTTT 
"^  just  can  (  put  any  sme  money  nto  iL" 

Onasco  is  a  larxty  m  the  wilrirattrng  worid  of  bibtech.  Unlike  most 
biotechnology  w.ifliies  that  hit  tiie  i**?*^  ^rm^rm*^  dig  smsQ  eonnwiy  acts* 
any  has  a  eoople  tt  ontested  but  fhOy  developed  praduets.  The  Food  and 
Ontg  Aiiiiiiiiiviatton  and  tiie  Ceuteii  fiir  Disease  Control  even  use  Onasco 
dtagnmnn  kits  hi  their  hfaontories.  But  the  ffmnciii  end  of  this  me£cal 
business  has  nmnhled  on  such  hard  times  tiiat  Boiiaanan  has  boxed  no 


Reorinted  with  ijennission  of  Houston  Rii<in«M!s  Tnnmai    c  too^ a»  o 
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szlsc/  ind  siTxir/  to  so/ecy.  ef.1cr/';  and 
CDs:  effeczvesess.  siys  Sieves  BurrJL 
tezd  of  Irsi  ic  'iaunt  s  incennrinnnl  hifn 
tectaolo^^  pmcics.  For  most  youn?  com- 
panies, onfirnillnr  wit&  Qie  rerilamr? 
pncas.  c&e  csntusioa  only  adds  o  c&e 
alresriy  pronibittveiy  erjeasive  cost  of 
dinicd  trals.  be  adds. 

But  ai  Tlopoe.  wtiici:  in  Mardi  aban- 
doned Its  SO  minion  initlni  public  ofrerin?. 
tbe  ifflpilcflon  is  dear.  T&e  osmpanv  tos 
tnzsa  binnf  and  drastiaily  slaved  its 
pi^rw  tor  deveiopmest  and  dhesiOa- 
tton. 

Five  yean  ago.  Vla^sse  recsiTed  SB 
[piTttrm  fnm  Teanm  'i^^'H^tt  to  dereiop 
icass  based  on  jsne  ctienpy.  Lstyear.  it 
ifriiir^  to  raise  SO  millian  in  an  imtlai 
public  oSsrJif  D  accsieftte  tbe  eSnical 
inais  of  its  most  promiainf  dro^  a  treat- 
mesc  Oai  ««'""«-^  a  patiesf s  "VHe 
T-csU"  tesDonse  to  flgtr*  vizsl  inferriorH. 
Iixciuding'  EI7,  Itis  Tins  ttoi  cmnw 
AIDS. 

Xlie  onjoany  fQed  to  go  public  on  Apnl 
IS.  l??2.  (tie  same  day  tttat  Catocar's 
anwmiiii  *^*tt  of  probless  'vitli  its  septic* 
sttDdc  dm;  sent  l&s  estlrs  Motedi  luiltec 
bUD  a  ftesfalL  Vl^^ae  aisd  again  ID  taise 
|Miiiiwj  is  JiBoscj,  jnst  vuiis  bejote 
•  Syner^ss  asnonscsd  ttiat  its  iegflu-abmic 
i^pitf  An^n  HTffTT^^  poQcxy  o  oiiii^ai 
QgjQ,  ^le  ^Tnnany  *^'^  '^'  **m't  ttt  ttc 
h^i!jitjiinief<  n"i*'"it  tS3£  snis  aod  'wji  ^w 
^mpinHntrt  vonid  tanpnTb  Bnt  in  Maicii. 

flSTB  to  BSB  cstQxcu  iBzni&n  &  oodQc 
offedsc:''Or-ii>l3oa7rate  17^  Hep.  Fete 

As  &  rsqIL  tmffiril  of  ttCBtaatBd 

tBstfny  or  uTBStt/to^  to  oocr  osbses* 

y***   b  Bs  fine  fliuiiy  S  vfll  vork 

•KQ  flj^OlttX  ^oBiQCBBSs^  2SC^BSCflB0S 
2^B2^f2I&  IBs  QBGBD^M  I^BB2CC  Qt  ^BS  COBS' 

C2i  ttisis*  T&8  ievUeil  stxuBSj  viB  ZBiuu 

CBStS  nB£lJC  Vtu  2lS0  2bB  JIX  OOODS  tD  IS8 

aaia. 

ConSB^TQlC  CSStt 

Vlai^esB  tas  2iso  s&sppsd  Uns^  B^ 

CBOB3BT  tSSSSSBd  !&SBffSB  IDTftDO  tf. 
BQC  30V«  Vutt  QBtT  2fiOBC  28  BuQOI  K£w  ft 
V38iCS  O  CDBX^^T9  OSS  C2S^L 

^^Ql  ^SCBBaBt  is  QXS^b*^S^&b  ^DES  ^BS^V 

b  no  (L&  (jiiiniurt  liiiHnt  Is  ftiaciM* 
tfw  JLiTutiirOATaiT'mpiiiliiiprcitflff 

HlWihwi*^  p wt».«faptwf»W«». 

^  Jiiia  gf  (^  d<yjl  mil  wulmy  j«uii  [. 
llaJ  UplUtPffltrfftTf  UIuJg'SrdGPLSaTS 

Dr.  Alitea.  Tbfest  scin  &3S  fiit  < 


pharTsnutieal  cnpanies  and  cbe  oc^sr 
two  are  Garaan; 

OUer  companies  are  also  scamolinf 
toraewparaars  a  mate  ap  for  aie  paucry 
of  puUic  cirri tal  Vertex  Pliarniacsjirtols 
In&  last  montb  signed  a  coUaboraton 
ajrsssea:  wita  Japan's  Essei  PJnrsa- 
cenrtml  Co.  to  develop  ttie  Cambrid?; 
company's  anti-AIDS  ampoimds.  As  pan 
of  Qu  deaL  SIsse:  win  invest  SB  minion  in 
Veras's  HI7  program.' 

Annfhw  Caiiibridgs.  Ma*<  hiotecii 
company.  Pncept  Inc..  was  eounttsf 
beiTily  on  a  S20  "'Tt^"'!  imHar  public 
offers;  to  Wt""'—  Htwti-it  tess  {or  its 
ilDs  tberapeitle  drag.  But  it  ttas  Itad  to 
put  off  ttie  oBtsmg,  says  Stanley  Erci. 
dnef  exesstve  offlcer.  Now  It  is  scam- 
bQng^  put  togsdier  as  SI  minian  private 
f^ir3m"fj  to  say  on  cuurae. 

But  eves  tttese  private  equity  oarkes. 
tnufitltiTtally  less  <—t*iHu«  to  induscy 
apbearal.  tme  become  vary.  Mr. 
Sawe*te,  fbr  r^nr^f^  invested  SI  miUbn 
in  Incyte  F&aiaacEsilcais.  a  Palo  Alto, 
CaUL.  sian-up.  at  a  price  *^  least  Sff* 
lower  tlos  siz  to  12  mnwThr  ago." 

Otbsr  Tcsmre  iavesiun  simply  won't 
bnesL  'IVe'rerejesdng' deals  t&att&rcsor 
bur  years  ago  we  would  very  seriously 
csnsidc','*  szys  Barry  Weinberg,  maw^j. 
in;  paiater  of  CW  Teamres.  a  If ew  Tort 

Tiinii— Tprfat  Qja,  JHq  mem  starc-sEs 

wittt  J"'"*'" "  tt&t  are  only  tncresentaily 
dlfff  I  eat  ftam  otftan.  he  says.  "For  cob* 
panies  tttat  don^  offer  dat-effedve  sd1u> 
tonSt  tssrs  simuiy  isii  t  any  tBoney.** 


Reptinted  by  permission  of  THE  WALL  STREET  JOURNAL,  «  1993  Dow  Jones  & 
Company,  Inc.   All  Rights  Reserved. 
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Opinion 


Why  the  biotech  industry  is  in  peril 


ly  KENNffTH  J.  WlOOra 


The  ^'oTi'f'fir^^  BuinsBTa  ]oit2*{ifi£3lded  as  as  *»*^www|{f  hci^xt 
ipot  fbr  Sail  Dieja,  a  poteataflf  k  trmhle.  This  omqceif 
'Aflxessn  ifliiiuciy>  whcjs  wesyar  donHiacBEfaerestQf 

n*»mnr*t^  flT1T*^**r*"'"**^"'^  TflgTa-tf  Bijjiwify /i/i^fffjjpj- 
OXCS  IS  tttZS  BSQSC^y  TBiV  03  1  ff^fflt  fiS!Xfi«£  fln  SOOe7^^QEQ  C3QIC3tl 

^jQjl  SPD6SCB  Sot  ^SOtBl  S  CSQCBCOQL  f  QT  6S3^BOiC>  S3  QuLoS 


ibyhoWnnQiogycnrnpaninial991  tiinngn  tbe  ptshfic 
.  Mim  reessti/.iajamarr  of  this  Tear,  COO  mnEoa  was 
raJgiLBiatfaasaJstBryaieicalcdgiFesri^y  aadSilarcswilea 

AQfV Si/  ^R^^Sfln  was  rSESCd XBL ^BOBSL OQuDC OSCSiBS^L 

perssss  s  vaBtc 
T2b  BBcSne  a  psTuaur  odb  to  t'^^*'  hiuuy  tuuIc  stoqscs  ffc^f 

MBCBfl^4SSM3C  CBS^BtS  0BC«  GQ  a  ^FC3£B?  CSSBStaflaS  ZBSDSBkSQ^K 

Ws3Cb9  flippy b ml  to  tfrmifiQiIy  flccTTMi!  tsc  *pp**f^^  of  n* 

JS  AS3FCL  J»*B^SSb9C  WmISSQ^^  BQfl20ST^V1Z&  CBASSSBtff  G3SC  OZ 

thai 


1  {Q^^prSCHfflSi  £B9B^^K3  2DA  QJ^^ 


am 


I  tB  tfta  opiBtsEBtes  ha  all  bat  diitd  ap  br  thess  eoB* 

BnSHUSCBS  CBSSSiypCWBBflB  UIaL 

mea  eoBSab  oa  saw  drsp  hn«  (bi  real  potatfai  tB  m  Ob 
■e3g»aBthiwlf^M*'^Qpfat^'  i"i''  iiilli  III  rill  il  tt  ktgy 

ttfl9B  COBBUJB  ^ifaU^  GaWS&CSC  SC3DBQBB  w  tBB  Z3CB  8  Z^ 


gair^^UtttticaiBS.  OB  xraagB.  10  tt  12  7BS3  SOB  (ha 

III        '       '1  ■       —»«<*«*'««« 'W«w«tgM»filfB«tl»»IU-»  far 


ib'inTtft'rfTtwffp*''''T*'"*~°<'^?f°°'"'^'''*'''''.'" 


b(  opU  ii  a  pBOwftlu  or  ba  leqBel  br,  Ibib  s 

Gtcs  te  daSv's  di^Ba  a«amst  noBT  faegn 
bSotsd  UocaA  eso^Bm  sa  dsoUr  ebsip  far  farevi  phaisa- 
QO^i  iBsa.  S  ths  SESttiBB  dee  aac  ^ange,  the  U^  biacee!i- 
Bglog7  fateer  as  it  3S«  efia  «SI  b*  fSBs  «B&iB  nro  (a  fcs: 
fears.  So  Bseh  S»  ite^isf  ow  estspesnre  ad  teiadopal 
wuiM  lead  s  tsa  SB&3C7* 
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ONASCO 


his  laboratory  and  moved'  it  into  a  15- 
Ibot  square  ofHcs  space  in  west  Hous- 
ton. 

The  inventor  and  his  chief  opeatioas 
ofBesr,  David  Baniter,  have  whioled  their 
fcuF-penon  staiT  dowo  to  nobody  but 
each  othec  Now  tfaey'ie  temporarily  rein- 
ing in  their  dreams  and  waiting  out  the 
'pcit  three  to  si^  months  in  hopes  of 
'  aeooing  some  new  finacdai  support. 
i     With  a  wife  and  three  teen-agers  at 
I  home,  Bohannon  keeps  an   unusually 
I  npfaeat  attitude  about  Us  sfariniung  ven- 
I  tare.  The  docior  cackles  as  be  talks 
•  about .  investing  1130,000  of  his  own 
money  to  create  a  dozm  products  that 

be  can't  sell  and  develop  20  or  30 
puents  that  he  cant  file. 

"Basically,'  he  says,  "we're  going  to 
have  to  &ce  reality  and  get  a  job  some- 
place." 

THE  STUDENTS  DISCOVERY 


Onasco's  story  started  happily  enough. 
Bohannon  fcipei.  ted  h^t^rr  things. 

In    1991,   be  was  stndying  AiOS 
pifiHTt^  ibr  his  ooctDfate  it  the  Bay- 
lor College  of  Mefdne  when  he  cSs- 
covered  cvioeocs  of  a  T^pe-O  letro- 
I  vifus'in  a  niiiiiiii  blood  dnplr  ! 

ajbuuvuusu  are  bn  oews,  bTTinr 
Oey  tuts  a  Hog  ubb  to  develop  Into 
;  Biything,'  he  says.  I've  bimd  one 
i-CHT  for  sore  whine  a  pri  vm  has  the 
'  mibad)^  Fm  inrii  itiiiiiig  a  coiqile  more  ] 

gt0  QBC  S  SOSC  IDOUt  IDS  BIfiluQ&OnS 

of  QBS  iE&uvinB|  but  wiwawmwy  devd*  ■ 
oped  two  (fiignrnriB  kza  to  test  fiar  it  | 
db  Oucred  pgni  Id  Bxyior  nr  nirthci 
de velopineat,  but  the  nixvcrsity's 

fluiu  s  preoDct  lut  w  90  nsw  nd  j 

OOKSR^  OflnJIIPUfl  SQ*^    •    ■.      •  J 

All   BVBstor  ouGfcd  to  pony  vp  ■ 
2250,000  b  rrr^iingn  for  25  pocsst 
IB  jQ  pf  rrr  fit  iiuscit  n  tbe  cmpfiny, 
Doujiiuuii  SQ'^  cus  QBcr  cpuuu  wss 
pf rym  into  s  sbcu  ^"""jf ny 

luvuiou  IS  a  Hniiiniir  corpoatxoa^ 
oflced  ft  S5OQL00O  csdi  bibnoo  fa 
•I'TiJiigr  far  20  pmjml  of  the  eqniiy. 


So  Bohinnufl  took  no  BCfjcr  opEJou 

SDB  SptCd  ths  OSUUJLt  IcO  BB  1  WUX 

WXDCm   CODDBDiCQDS  DlS  wOC^0K3&  mwrtr  st 

Baylob 


His  luck  ended  there.  When  Onasco 
filed  its  paperwork  with  the  Securities 
and  Exchange  Commission,  the  stock 
market  was  fertile  ground  for  biotech 
public  offerings.  In  esriy  1992,  the  high- 
tisk  stocks  were  darlings  on  Wall  Street. 
Uofortunaieiy,  that  window  of  oppor- 
tunity flammed  shut  by  tiie  timi»  the 
company's  stock  offering  made  it  to 
the  market  last  May. 

The  S20O,0OO  in  funding  never  mate- 
nalrrrri,  Bobaimon  says,  so  he  started 
pitching  m  his  own  money  to  keep 
things  going  until  he  found  another 
source  of  financing. 

"I  wouldn't  do  it  again,"  he  admits. 
"I  wouldn't  do  it  with  a  public  com- 
pany. If  there  was  a  trnmkr  jf  ^,^ 
metgmg  with  a  public  cumpjny." 

On  ttie  other  hand,  Bohannon  never 
had  much  luck  corseting  money  torn 
veamre  capiialisis.  The  one  deep  pock- 
eted investor  who  (£d  make  an  offer 
df  iiijuded  20  percent  of  his  company 
in  exchange  for  S2SO,000. 

"Most  vennire  espitaCsts  are  out  of 
money  or  they  don't  imdersiazul  our 
product,"  Bohaimon  says.  "It's  bard  to 
get  to  first  base  with  somebody  who 
has  the  doOats.  Cash  is  king.  The  guy 
with  the  money  (Scates  the  terms."      i 

HARD  LE5SS0NS  I 

Bohmnoa's  expezxeece  is  sadly  com- 

mon  Jiiwim^  inoiech  cnncpxefleiin-  Doc-  j 

ton  ad  rrvjiiTirii  who  stumble  ootb  • 

nutietable  idcn  ozy  hxve  scxentific  < 

know-how,  bat  tbexr  naivete  about  [ 

snancnij  often  ffO  *nnii  nno  trouble.  1 

7ni  tfie  guy  ^Ao  comes  vp  with  | 

new pioductS)  Ponjiinifn  ezplnms.  "I'm  ' 
oe  Qcs&ve   jpnin^   ft^hrfw  the  CQm~ 

pany.  Nfy  strength  b  oat  m  '"^'ffg  ma&>  | 

ey.  I  don*t  hobnob  with  investment  < 

CaUiyuig  a  biotech  product  fionx-  - 
mcEpnon  to  the  p*^'^^  costs  an  aver-  ' 
age  of  S250  wSEan,  But  e^era  hi 
^rovbcb  ^DaDC3S8  w^tnT  oitt  iQat  Dot 
vtvcj  yif  fiiiiic  ciriimu  n^^T  an  estxre 
company  bmh  areoad  it.  Often  the  best 
way  to  faring  a  pradict  to  "'*'^^*  is  to 
seu  ^hB  occbsds  DSBts  to  a  nnstois* 
.  CHitii  II  ^3Bt  that  en  foot  the  biH  for 
deveiopaas. 

"There  B  such  a  big  iSfTerence 
betwtoi  us  tcscsch  sod  the  develoi^ 
mas  side,"  ays  Bill  Mollaey.  man- 
agiug  gBieial  paiinri  of  Afriiniiea  Med- 
leai  Maoagemeot  Cdip. 

B<itannnn  took  t  big  risk  when  be 
iiK'igeil  into  a  public  shell  conmany.  In 
tile  shell  ^me,  an  uitii^iieiienr  eager 
for  financing  merges  into  a  dormant 
cotnotanon  tiiat's  no  longer  m  open- 


Oon  but  stiil  holds  a  slot  on  the  stock 
market.  Idedly.  the  ne-.v  company  taps 
quick  cash  from  investors.  But  the  deals 
often  &11  apart,  leaving  busii«ss  own- 
ers widj  virtually  worthless  stock  and 
bitter  memories. 

"The  shell  game  is  a  move  of  des- 
peration," explains  Jay  Henon,  presi- 
dent of  Applied  Logic  Associates,  an 
mdependeat  consulting  firm  that  assists 
biotech  firms  m  maneuvering  through 
the  FDA  approval  process.  "A  lot  of 
people  think  doi  a  public  company 
makes  it  easy  to  get  public  money,  but 
wi4  the  market  being  as  eccentric  as  ' 
a  Has  been,  it's  very  complicated." 

Hitting  the  stock  market  allows  ven- 
ture capitalise  who  harked  the  start- 
ups to  finafly  reap  some  tetam  on  their 
investments,  but  biotech  companies  gen- 
eraOy  wait  a  couple  of  years  before 
.going  public  Herson  suggests  that 
Oiosco  probably  shouldn't  have  gone 
public  so  soon.  Still,  he  concedes  that 
the  proliferation  of  biotech  companies 
m  Houston  makes  it  fifficalt  for  Stan- 
ly to  compea  (or  capital. 

As  a  pufaUc  company,  Onaseo  now 
has  Bttle  dance  of  attracting  private 
venwte  capital  support.  Taking  the  eom- 
paty  private  again  would  be  a  com- 
phcated  and  eqwnsive  process. 

Tbe  legal  part  of  this  would  scare 
the  heck  out  of  me,"  MuIIaney  says. 
"I'd  alw^/s.iave  an  aneasy  feeimg  that 
line  was  some  kmd  of  had  naat 
•had.  You  have  to  five  with  ^^<^ff 
""«itneois  for  a  k»g  *rmr  ^  you'd 
bate  to  have  some  lejil  problem  crop ' 
^  later  on."  ■  ^j 

Meanwhile,  Bohannon  stays  opti-' 
Patfe.  He's  banking  on  a  Eutopoa 
phjiiiijii  ratical  company  to  purchase  his  ' 
products'  market  rights  as  wdl  as  some ' 
equity  01  the  company.  To  keep  Ibod 
on  the  able,  Bahaanoo  siys  hell  ake 
another  job  and  act  as  apiit-<ime  con-" 
salBat  to  Oaasoo.  ■ 

This  has  beea  fiffiesit,"  he  sys. 

.  Tm  fsappotated  but  optituisiic  UTl 

be  tough,  but  well  in^  k"  ■ 
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U.S.  biotech  lead  dependent  on  Unks  with  Js^an 


Toe  VS.  is  at  risk  of  losing  its  leading 
position  in  biotedmology  I^  the  end  of 
th«  A'^'t'  unless  tedmology  eccbang- 
e  between  the  US.  and  Japan  become 
a  two-way  street.  This  is  the  view  tak- 
en in  a  new  r^ott  "U5.-Japan  Itch- 
nology  Linkages  in  Biotechnology: 
QuUenges  for  the  19903,"  from  the  Na- 
tjonal  Resexrdi  Qjundl's  Commiitee 
on  Japan.  Cochaired  by  Hubert  J.  P. 
Sdioemaker,  diaiiman  ajad  diief  ereca- 
live  officer  of  Cenlocor,  and  G  Steven 
Burrill,  national  director  for  high- 
ledmology  industry  services  at  protes- 
lianal  services  firm  Hmst  &  Young,  the 
eomnittee  evaluated  aoient  relation- 
sfa^  between  Japanese  and  US  finns, 
onrvcisities,  ana  research  institutions 
to  assess  their  kng^tem  impact. 

The  VS.  b  considoed  to  be  the 
worid  leader  in  biotedmology  in  both 
basic  and  upQcd  sdencp,  the  Utter 
having  been  aamonstialed  through  the 
conaerdaBzatiOB  of  new  products. 
Bloleduintogy  also  b  an  area  of  Ire- 
BndoQS  inihipi<^^  growth.  Rixiuct 
aks  for  liM  ii^istry  wen  S2  bilDtn  in 
WO  and  —  esttaatri  to  leadt  note 
dan  SO  bflBoB  bjr  200O. 

Ka^rin^  ciuufttii  uoiu  i    p 


Of  «■  US'i  vBim  <'nilii  and  |wnk 
mniGit  qntBv  Ifai  Uotcdaaiasr  in- 
tluslijF  min  Moond  on^  to  bm  cob- 

*  anaag  VAttAadogf  ceur 

HBWWW  IIM  OOBUStttM  SHf- 

rhiHwr  Wotoriiiwlngy  wOl  p> 
te  wqr  of  s^riaodaetaa  and  Ion  B 
iMd,  ernmiki  tianiiiilllw  and  nap 


niMavaaiwiiiitfasi 

fay  toda^  fci  biB^^^lllnlnBr  UD  b 
ftdAw  MMBOHit  Myi  ton  OBOrt. 'jip* 
I  Bniy  to  ipow  n 


Japanese  ties  to  the  VS.  take  a  vari- 
ety of  forms.  Unlike  the  U.S.,  Japan 
does  not  possess  the  same  type  or 
number  of  smaO,  entrepteneurm  bio- 
technology companies.  TTierefore,  it 
looks  to  tap  basic  resean±  and  product 
devdopment  &om  VS.  companies  or 
oaiveisities.  !n  addition,  Japan  Bnks  it- 
self to  small  VS  companies  dmsu^ 
acquisitions,  equity  interests,  joint  ven- 
tures, and  R&O  contrarts  More  than 
half  of  such  ties,  though,  are  in  the 
form  of  product  licensing  and  maricet- 
ing  deals.  And  the  nation's  relation- 
ships with  U.S.  univeisities — including 
funding  coipoiate  liaisons,  licensing, 
and  contract  research — are  increasing^ 
prevalent 

According  to  the  report  a  trotible- 
some  bctor  in  this  exchange  b  that 
most  technology  transfers  are  one- 
way—from the  VS  to  Japan.  But  in- 
aeased  ooopention  wiQ  be  both  'de- 
sirable and  inevitable,"  as  biotechnolo- 
gy becomes  an  even  more  significant 
part  of  a  global  eeonoDDC  and  technol- 
ogy base.  Rtture  tedmokgy  finkues 
with  J^an,  the  oomniiWee  axidudes, 
Buat  cusuie  Ifaat  the  VS  dcady  bsie 
fib  dna^  lbs  that  rtiBigtheB  mami- 
falurififf  fwpand  pi**i fpnltnn  In  wnx- 
Mtiiifc  and  cuwuv  Iwihnuiugy  liimfei 
bKJctotteUS. 

A  CTitifil  bn^  Hit  uHiiiiilUBe  bs- 
Bivci^  b  Bttdedml  prapor^  pnta^ 

tfOB.  BHMnf  ODB  OGBCntlW  "*"'™*  QC 

UA  biotninalogy  nnni^  "T*  ^*^  '^ 
poit  aw  •  pp  bctuwa  U&  and  l^t- 
BiK  iiiMlw  liial  pnps^  pntedBon  as 
■  m^  fatadanet  to  diar  M^odeot 
I  Bi  JipMHfw  iiiaifcfii  Hie 
■erti  Bm  lis  govcuft- 
'  give  MnOQS  cnntfcifnfinii  to 
nuvlug  to  the  nfioM^u^  systen  ci 


Both  tite  Japanese  government  and 
industry  have  made  bioteduiology  a 
na&uiai  priority  and  view  it  as  a  oiti- 
cal  technology  for  future  growth.  To- 
gether, they  are  said  to  be  developing 
Broad-based  strategies  lo  use  biotedi- 
lujlogy  as  a  base  to  move  into  diverse 
new  business  areas.  The  US.  govern- 
ment, in  ccoperalion  with  industry  and 
academia,  similariy  needs  a  tedmology 
strategy,  says  die  report 

"If  consdous  strategies  are  not  de- 
vdoped  ...  to  increase  inflows  of  tech- 
nology from  Japan  and  to  expand  mar- 
keting and  sales  in  Japan,  the  net  r°sult 
of  increasing  technology  linkages  in 
biotechnology  wiQ  be  to  aeate  signifi- 
cant competitian  from  Japan  without 
stieiiglliening  the  ability  of  VS  firms 
to  compete  and  commerdalize  teduiol- 
ogies,"  the  report  says.  It  adds  diat  VS. 
companies  need  to  focus  on  areas  in 
which  Japan  excds,  such  as  second- 
generation  products,  product  improve- 
ments, and  technolo^  oommerdaliza- 
tion,  and  that  nnivetsities  need  to  de- 
vdop  guid^nes  far  wdpiucil  access 
to  tedmobgy  bom  Japan. 

AimTheifir 


Uo. 


in  ^{MBk 


'Reprinted  with  pennission  from  Chemical  and  Engineering  News,  May  25,  1992. 


/^rini    in'n^-      1  fWt      A    -. 1 
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Asics  rc=  rssaving  ±e  ±rs3t  of  prxi  caicis,  Czun  ciuld 
go  a  long  way  award  arinniljcng  '^  inaigs?  by  move;  ahead  . 
with  a  rectcica  of  axes  levied  on  apiai  jiins.  In  T^rzir/,  buls 
wer:  iscsducsd  in  rhe  House  and  S::iate  ±ai  -soold  jrve  a  Bx 
braJt  CO  invesun  in  snail  busineses,  a  cujoiy  mto  wsia  aasz 
biotf±  eDiTTJn-ri  M. 

Aiso,  theliu-iiir-acci£nr:ayo/dieFoedandDTTi;Adrunia- 
tratioa  ffPA).  nwrltTng  in  long  deiays  iui  .jJiuuvJ,  laj  ier/ed  as 

Widt  dwicdiisg  lEsotBcsa,  du  long-ceded  mne  for  prodoc: 
approvals  czaid  veil  be  the  sBaw  thai  nlfr-jrp'y  breaks  :he  cor- 
porare  badcs.  Tbe  irony  win  be  that  appronh  finally  come  CO  cam- 
jwtn'^^  wTxo  hare  already  gone  banic^ipt  vime  in  Che  ''waicng 


<hwTt|/f  *f  jff  by  "f^^ownwirij  ffr^  FDA.  Tile  costs  inssTed  by  cotn- 
panxes  awaznzis  approval  are  ssggenng,  and  the  Isnger  the  wazc 
ttie  higii^''  the  passed-oc  ( twfs 

As  an  ffi''"" ' }.  Hatedmalcsf  ccmpanif  ir:  eqtoBy  eoncersed 
abcsc  rising  health  care  cnsts.  We  are  ;7epicd  CO  support  federal 
y  '  full  ujhit^  csates  " i ' "ig Tpi'*'ip  ^^^  to unst '"^"'  ** p^*'** s* 

[n  ^  * ^  in  ^'    iiiTj?<r^  with  tiie need  to  provice  nguious ei|iiicy  Qp* 
i&l svcsosesc 3n uui'  wi""*' '  j*  p''^^^''^^"'"jf '''^"'p^'^^** h^ve 

Tlie  reasonahtfii-t^  dTO^S.  hinp'narrrar— ftcal  prices  is  Slns- 
eated  by  a  cnmpansoa  to  the  prices  of  idesieal  predscz  in  Japan, 
iriiere  the  goveramest-set  price  is  cso  to  chn:  times  higher  than 

»>•« ...impjtTy^Ji*  pi  |i  '1  in  rtif  TTnfrH  ^'•^T"  Qnriiuli'^r.jri^iTrTn- 

siftxed  to  achxevisg  proscabiliiy  thr?ogfa  iczwvazion.  not  through 

nQjOOQ  ot  Ct^SCBg  ul^g  prscss. 

MT».»Wm»m«»»TTtigHi>irii[[nti^ha£knnegg3e. 

^rflTll^Twi^f  y  lf/f'n*'in  *  **gw?TrgaT<tffgr.hg'nr  givvl.yavmy 

jobs  (87,000  <&ee:iy  — 14,000  of  wnich  are  in  San  Oiego  Conuy 
^  and  pethapi  lOOiooO  more  B^reetSy).  with  the  potetial  for 
eeatin{  over  a  intlEoa  jobs  withiB  the  nes  lOyeacs. 
Eowerer.  Ske  any  adoleteat  iodiBliy,  it  atsda  care  and  Bor- 

Bqcboscqs  sUbJCbcsss  fjw*  fiffggg^^f  ^  ^yjf  IT  jQi^mJ  ri*  nw 

Vraoa  Is  eianran  and  ctM  ctMutiva  dBcv  a(  Mdeeiar 
BiesystamlncaSaiiOIago-baaadCiotidillnn.  ' 
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"Given  the  uncertainty  concerning  the  new  healthcare 
legislation,  there  is  a  great  deal  of  concern  over  the  future  of 
the  bio-pharmaceutical  industry."  Venture  Economics 

"Few  investors  want  to  risk  their  money  before  knowing 
what  the  "Hillary  Factor'  will  do  to  healthcare  in  general,  and 
biotech  companies  in  particular."  Bioventure  Stock  Report 


"Healthcare  reform's  impact  on  access  to  investment 
capital  remains  the  industry's  msyor  concern,  because  most 
companies  have  not  y^  put  enough  products  on  the  market  to 
sustain  their  huge  research  and  development  costs." 

Los  Angeles  Times 


"The  downturn  has  been  exacerbated  by  fears  that  the 
Clinton  Administration's  forthcoming  healthcare-reform  plan 
will  place  strict  controls  on  the  price  of  prescription  drugs, 
severely  limitii^  the  profitability  of  biotech  firms." 

In  Vivo:"  the  Business  &  Medicine  Report 


"Biotedi  stodcs  continue  to  be  weak  due  m  part  to  the 
overall  fear  of  GInton  healthcare  policies  and  their  possible 
impact  on  the  abiGty  to  raise  capi^  and  on  V.P.  Gore's  fence- 
straddling  biotedi  poUqr  ^diidi  professes  to  be  supportive  in 
dlstingmshing  biotedi  frvm  pharmaceutical  products  but  calls 
for  more  regulation."  Merrill  Lynch 


73-403  0-94-5 
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•  Veraure  Economics 

"Given  the  uncertainty  concerning  the  new  health  care  legislation,  there  is 
a  great  deal  of  concern  over  the  future  of  the  bio-pharmaceutical  industry.  This 
uncertainty  causes  professional  investors  to  back  off  from  malting  investments  in 
sndi  companies,  especially  new  companies.  The  strong  investment  activity  in  the 
second  half  of  1992  seems  to  indicate  that  venture  investors  are  willing  to  invest 
in  biotechnology  companies,  but  only  those  companies  that  have  previously 
received  venture  capital  financing  (i.e.,  their  own  portfolio  companies).' 

Matthew  Yost,  July  13,  1993 

•  Biovemure  Stock  Report 

"George  Rathmann,  CEO  of  ICOS  Corp.,  voiced  serious  concerns  in  a 
keynote  address  about  the  direction  and  focus  of  the  Administration's  discussions 
to  date  on  healthcare  reform.  The  uncertainty  surrounding  these  debates  and  the 
proposal  for  government-mandated  drug  price  controls  have  contributed 
substantially  to  the  capital  markrts  turning  away  from  the  biotechnolt^ 
companies,  even  diongh  only  seven  percent  of  healthcare  expenditures  are  for 
drugs.  Bfotedi  drugs  make  op  only  a  small  part  of  that  seven  pocoit. 

Rathmann  maintained  that  any  rfgniffa^n*  govemmentHnandated  price 
controls  wiD  li^fare  die  (Aarmacentical  industry,  but  destroy  die  biotedi 
faidnstry.  He  said  that  die  Uea  diat  drug  costs  are  a  huge  problem  that  has  to  be 
fixed  b  a  iiilsconcqitioii.* 

Scott  Momson  (Arthur  Andason),  "Navigating  Through  Change," 
July/August  1993,  Volume  1,  Number  4,  p.l. 

•  Biovemure  Stodc  R^rt 

"Profesdonal  investors  are  taOdiig  toog^  these  days  about  biotedi  stodts,  if 
they  bother  to  talk  about  them  at  alL  Near4eim  ezpectadons  (focused  on  die 
next  three  to  six  months)  for  the  biotech  companies  is  zflch  ri^t  now,  thanks  to 
recent  nose-iBve  hi  stodi  market  valnations.  "Long'  torn  expectations  for  the 
fraap  0.e.,  the  next  18  months)  aren't  nmdi  betten  Few  investors  want  to  risk 
dieir  money  before  knowing  what  die  'HSIary  Factor'  wID  do  to  healtfacare  in 
fenenl,  and  biotedi  companies  in  particular." 

Paula  Sxoka,  Ph.D.  (BioBusiness  Resources  Inc.),  "Buy-Side  Sings  Biotech 
Blues,'  July/August  1993,  Volume  1,  Number  4,  p.  10. 
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Los  Angeles  Tunes 


"Fears  that  dnig  price  controls  and  other  restrictive  measures  might  be  a 
part  of  the  reform  package  have  already  caused  a  few  California  biotechnology 
companies  to  scrap  stock  offerings,  delay  research  and  freeze  or  cut  jobs. 

Health  care  reform's  impact  on  access  to  investment  capital  remains  the 
industry's  major  concern,  because  most  companies  have  not  yet  put  enough 
products  on  the  market  to  sustain  their  huge  research  and  development  costs." 

Chris  Kraul,  "Biotech  Blossoms,"  July  28,  1993,  p.Dl. 


The  Business  Journal 

"'Biotech  could  wither,'  said  Peter  Jansen,  CFO  at  Genelabs  Technologies 
Inc.  in  Redwood.  Today,  there  are  about  1,000  biotechs  in  the  United  States, 
most  of  them  Hnall.  Some  will  bring  out  beneficial  products,  and  we  could  lose  a 
lot  of  it  if  health  care  reform  is  not  well  managed.' 

Now,  President  Cfinton  has  put  the  fear  of  reregnlation  in  the  hearts  of 
biotecfa  firms.  1  think  it's  fairiy  clear  the  market  feels  that  way.  The  (biotech) 
stocks  have  been  depressed  in  part  because  of  this/  Mr.  Jansen  said.  "Do  we 
tiilnk  that  also?  We  do.  We  seon  to  be  getting  hnnped  in  with  the  health  care 
problon.'" 

Jim  Nash,  "Biotech  backlash  is  feared  byproduct  of  federal  reform," 
April  12,  1993,  p.4(l). 


In  Vivo:  the  Business  A.  Medicine  Report 

"As  their  own  famings  problems  loom  in  front  of  them,  few  companies 
have  yet  come  to  grips  with  how  much  of  their  research  budg^  they  will  trim, 
but  they  recognize  that  budg^  cuts  are  inevitable. 

Biotech  price  restraints  also  make  large  companies  worry  more  about  the 
manufacturing  cost  of  biotedi  products.  Says  a  Pfizer  executive:  If  we  can't 
price  where  we  want  to,  if  we  have  probleooatic  production  margjns,  we  simply 
won't  do  the  deals.  Brining  in  any  kind  of  a  deal  is  a  struggle:  if  you  add  that 
additional  (production  cost)  caveat  in  the  current  environment,  the  hurdles  rse 
even  higher.' 
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The  downturn  has  been  exacerbated  by  fears  that  the  Clinton 
Administration's  forthcoming  healthcare-reform  plan  will  place  strict  controls  on 
the  price  of  prescription  drugs,  severely  limiting  the  profitability  of  biotech 
Arms. 

While  venture  capital  money  is  continuing  to  pour  into  start-up  firms, 
biotech  executives  and  analysts  said  companies  at  the  mezzanine  level  and  those 
that  have  just  gone  public  in  the  last  few  years  are  encountering  the  most 
difticulties  in  obtaining  funding.  Biotech  companies  are  particularly  vulnerable 
to  a  downturn  in  stock  prices,  since  the  m^ority  are  not  profitable  and  rely  on 
equity  markets  to  raise  capital." 

R.L.,  March,  1993,  p.4. 


Chemical  &  Engineering  News 

"According  to  the  Institute  for  Biotechnology  Information  (IBI)  at  the 
North  Carolina  Biotechnology  Center  in  Research  Triangle  Park,  U.S. 
biotechnology  firms  made  about  700  alliances  in  1992.  About  58%  of  the 
alliances  were  between  two  U.S.  companies  and  38%  were  between  a  U.S. 
company  and  a  fore^  company,  IBI  says.  In  213  alliances  with  foreign 
partners,  Japan  accounted  for  20%  and  other  countries  with  mm'or 
phannacentical  corporations  —  sudi  as  the  U.K.  and  Switzeiland  -  accounted 
for  19%  and  13%  respectively." 

Ann  M.  Thayer,  "Biotechnology  Industiy  Looks  to  More  Czeative  Financing 
Options,'  August  23,  1993,  p.  10. 


J 


129 

Analyst  Quotations 


Robertson  Stevens  &.  Co. 


"The  biopharmaceutical  stocks  were  also  bufTeted  by  the  major  political 
uocertainties  surrounding  the  health  care  debate.  The  new  Administration's 
attacks  on  pharmaceutical  prices  and  the  potential  for  the  rigid  cost  controls 
common  in  Europe  and  Canada  haye  resulted  in  investors  fearing  that  they  will 
be  unable  to  recoup  their  capital,  let  alone  a  satisfactory  return  on  their 
investments,  by  investing  in  health  care  stocks,  particulariy  biotechnology  stocks, 
even  though  the  industry  has  not  been  the  specific  focus  of  cost-containment 
discussions. 

the  political  tiietoric  directed  toward  the  pharmaceutical  industry  has 

resulted  in  very  negative  repercussions  for  the  biopharmaceutical  stocks " 

Mark  J.  Simon,  Michael  P.  Walsh,  "Biopharmaceutical  Quarteriy  -  Investment 
Perspectives  on  Selected  Biotechnology  Companies,"  May  14,  1993. 

Merrill  Lynch 

"Biotech  stocks  continue  to  be  weak  due  in  part  to  the  overall  fear  of 
Clinton  healthcare  policies  and  their  possible  impact  on  the  ability  to  raise  capital 
and  on  V.P.  Gore's  fence-straddling  biotech  policy  which  professes  to  be 
supportive  hi  disting<iishing  biotech  from  pharmaceutical  products  but  calls  for 
more  r^nlation.* 

"Menill  Lynch  Global  Securities  Research  -  Biotechnology  -  Reasons  to  Buy 
Genzyme  and  Protein  Design  Now,"  June  24,  1993,  p.2. 

Fidelixy  Investments 

"Biotechnology  companies  have  begun  to  feel  the  heat  of  government 
dspleasure  with  the  high  cost  of  healthcare." 

•A  User's  Guide  to  Fidelity  Select  PortfbUos,"  3/31/93. 

Bear  Steams 

"For  the  biotechnology  industry,  it  has  mainly  been  a  case  of  guilt  by 
association  with  the  phannacaitical  mdustry. 

With  the  exception  of  the  top  firms,  biotechnology  companies  are 
extremely  dependent  on  the  financial  maric^s  for  operatii^  ftmds.  In  tfanes  of 
Bmited  access,  as  we  are  witnessing  now,  biotechnology  companies  must  truly 
streamline  their  efforts  in  order  to  conserve  cash." 

"Bear  Steams  Biotechnology  Industry  Equity  Research  -  Biotechnology  vs. 
Phannaceutical  -  There  is  a  difference,"  6/1 1/93. 
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November  3,  1993 

The  Honorable  Paul  Kanjorski 

Chairman,  Subcommittee  on  Economic  Growth 

and  Credit  Formation 
109  Ford  House  Office  Building 
Washington,  D.C.  20515 

Dear  Mr.  Chairman 

I  very  much  appreciated  the  opportunity  to  testify  before  the  Subcommittee  on 
Economic  Growth  and  Credit  Formation.   BIO  recognizes  the  jurisdiction  of  the  Banking 
Committee  over  price  controls  and  that  is  the  top  legislative  priority  for  the  U.S. 
biotechnology  industry. 

Let  me  follow  up  on  my  testimony  with  the  following  information: 

•  Professor  Bill  Wetzel's  phone  number  is  603-862-3369  and  his  fax  number  is 
4468.   He  knows  more  about  the  private  capital  markets  than  anyone.   He  can 
give  you  details  on  how  the  Federal  Government  could  support  the  existing, 
private  sector  venture  capital  networks. 

•  In  terms  of  reforming  the  recently-enacted  targeted  coital  gains  incentive,  I  have 
seven  suggestions: 

a.  Raise  the  capitalization  limit  from  $50  to  $100  million  so  that  slightly  larger 
companies  can  qualify. 

b.  Index  the  $100  million  ceiling  for  inflation. 

c.  Provide  a  capital  gains  incentive  for  corporate  taxpayers,  not  just  individual 
taxpayers. 


d.  Cover  investments  in  SBIC's. 

e.  Defer  taxes  on  the  gains  on  the  sale  of  stock  in  a  qualified  small  business 
(whether  or  not  the  investment  was  made  before  or  after  the  effective  date  in  the 
Act)  if  the  gains  are  reinvested  in  another  qualified  small  business. 


I(i2;  K  SrUEET.  N  W  .  SUrTE  1 1"" 
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f.  Repeal  the  "2  year/50%"  working  capital  rule  that  forces  small  companies  to  raise  less 
capital  or  spend  it  faster  to  avoid  losing  gains  benefits  for  their  investors. 

g.  Provide  a  "valid  business  purpose"  exemption  to  the  anti-redemption  provision. 

•  3.  In  terms  of  the  R  and  D  credit,  we  urge  you  to  make  the  current  credit  permanent,  provide 

for  partial  refimdability  of  the  credit  for  small  firms  that  sustain  their  research  and 
development  effort,  and  not  enaa  the  "stock  option  spread"  limitation  on  the  expenses  that 
can  be  counted  towards  the  credit. 

I  look  forward  to  working  with  you,  particularly  on  the  health  care  reform  plan.   I  am  happy 
to  consult  with  you  about  your  interest  in  capital  formation.   Please  feel  free  to  call  on  me  at  any 
time. 

Thank  you  again  for  your  invitation  to  testify. 

Sincerely, 

Chuck  Ludlam 
Vice  President  for 
Government  Relations 


CC.  Robert  Hall 
Qiris  Boam 
Mike  Radway 
Mary  Weaver 
Robert  Zimmer 
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Mr.  Chairman,  Members  of  the  Subcommittee,  thank  you  for  inviting  me  to 
join  you  today.  I  commend  you  for  holding  hearings  on  the  important  topic  of 
financing  for  new  high-technology  companies.   I  am  Erik  R.  Pages,  Director  of 
the  Defense  Transitions  Project  at  Business  Executives  for  National  Security 
(BENS).  BENS  is  a  national,  non-partisan  organization  of  business  leaders 
working  to  strengthen  national  security  by  promoting  better  management  of 
defense  dollars,  advocating  measures  to  make  the  economy  stronger  and  more 
competitive,  and  finding  practical  ways  to  prevent  the  use  of  weapons  of  mass 
destruction.     Our  members  represent  a  range  of  industries- -including  severed  in 
the  venture  capital  business. 

BENS  is  interested  in  today's  discussion  because  of  om*  work  in  promoting 
successful  diversification  by  defense  businesses.    In  our  view,  efforts  to  improve 
the  overall  availability  of  financing  for  high-tech  firms  will  have  a  positive 
spillover  effect  in  promoting  defense  conversion  as  well. 

Our  approach  to  defense  conversion  is  to  avoid  the  almost  reli^ous  debates 
on  whether  businesses  can  convert  or  not.   Instead,  we  have  focused  on  "what 
works"  and  have  utilized  this  approach  to  examine  how  small  businesses  are 
responding  to  defense  cutbacks-   From  this,  we  have  developed  guidelines  for 
firms  trying  to  diversify  their  business  base  as  well  as  a  series  of 
recommendations  for  how  government  can  help  diversifying  businesses  and 
remove  the  obstacles  that  make  conversion  so  difficult. 

BENS  has  worked  with  its  members  from  across  the  country  to  examine 
how  defense  firms  are  faring  in  their  efforts  to  enter  commercial  markets.   We've 
also  advised  numerous  state  and  local  efforts  on  how  to  support  business 
diversification. 
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The  findings  of  our  defense  conversion  studies  and  interviews  with 
company  CEOs  are  remarkably  consistent.  We  have  found  that  the  biggest 
obstacle  facing  diversifying  defense  firms  is  obtaining  access  to  working  capital. 
Nearly  every  CEO  with  whom  I  have  spoken  cites  financing  as  their  number  one 
problem.    This  evidence  is  backed  up  by  numerous  state  and  local  surveys  of  the 
needs  of  defense  contractors.    Studies  by  St.  Louis  County,  Missouri, 
Massachusetts,  Virginia,  New  York,  Connecticut,  Texas,  and  many  others  all 
point  to  financing  as  a  critical  obstacle  to  entering  commercial  markets. 

CAUSES  OF  THE  PROBLEM 

I  know  that  the  Committee  is  familiar  with  the  many  causes  of  the 
economy-wide  credit  crunch.    For  a  number  of  reasons,  banks  have  been  less 
willing  to  offer  financing  for  small  businesses.  At  the  same  time,  other  sources  of 
start-up  capitsd  have  also  become  less  readily  available.  In  particular,  there  is 
evidence  of  a  major  decline  in  venture  capital  financing  for  start-u^  companies. 
As  you  know,  this  source  of  fmancing  played  a  critical  role  in  creating  compamies 
such  as  ^ple,  Genentech,  Microsoft,  and  Lotus,  that  are  now  household  names. 

Some  figures  developed  by  Venture  Economics  illustrate  this  change. 
Between  1987  and  1992,  the  value  of  venture  capital  investments  in  start-up 
companies  declined  by  roughly  65%.  Most  venture  capital  outfits  have  now  shifted 
their  investments  to  lower-risk,  later-stage  deals.    The  U.S.  venture  capital 
industry  still  remains  the  envy  of  the  world.    Nevertheless,  a  traditional  source  of 
start-up  capital  has  become  more  difficult  for  companies  to  access. 

This  credit  cnmch  has  an  impact  on  all  high-technology  firms,  but  it  is 
especially  severe  on  defense  firms  trying  to  enter  commercial  markets.    Banks 
have  been  reluctant  to  loan  to  contractors  for  several  reasons.  First,  they  remain 
skeptical  about  the  prospects  for  defense  conversion.  This  process  is  inherently 
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high-risk,  and  discourages  bank  lending.    Second,  bankers  often  appear  equally 
skeptical  about  the  "market  savvy"  of  defense  industry  managers.    Finally,  even 
when  a  defense  firm  shows  some  conunercial  success,  they  frequently  have 
difficulty  obtaining  financing.   This  has  been  especially  true  in  commercial 
aerospace,  where  bankers  fear  future  market  downturns.     I  personally  know  of 
several  cases  where  defense  firms  have  won  commercial  contracts,  but  were 
unable  to  secure  financing.    Without  financing  in  place,  they  have  been  forced  to 
forego  the  contract. 

This  poses  a  real  dilemma  for  smaller  defense  contractors.   On  the  one 
hand,  their  old  markets  are  slowly  but  svu-ely  disappearing.  At  the  same  time, 
even  when  they  succeed  in  retooling,  they  cannot  get  financing  to  enter  new 
markets.    When  working  in  the  defense  world,  these  firms  survived  on 
Department  of  Defense  progress  payments.     In  the  commercial  world,  progress 
payments  don't  exist.  The  company  is  paid  after  the  contract  is  completed.    Thus, 
the  demand  for  working  capital  expands  as  companies  shift  more  and  more  of 
their  business  into  commercial  markets. 

POTENTIAL  SOLUTIONS 

Mr.  Chairman,  in  our  view,  there  is  no  single  solution  to  this  pressing 
problem.   Yoiu-  own  secondary  market  proposal  will  certainly  help  improve 
access  to  capital.  In  addition,  this  year's  changes  in  the  relative  taxation  of 
capital  gains  and  dividends/interest  from  start-up  investments  will  help.   Finally, 
the  National  Competitiveness  Act  contains  a  number  of  provisions  to  help  expand 
the  availability  of  start-up  capital. 

In  addition  to  these  steps,  there  are  a  number  of  steps  the  Committee  might 
consider  that  specifically  target  the  needs  of  diversifying  defense  contractors. 
BENS  is  now  completing  a  comprehensive  study  which  provides  greater  detail 
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regarding  many  of  these  recommendations.    We  will  submit  a  copy  of  this  report 
for  the  record  of  today's  hearing. 

•         First,  the  C!ominittee  should  examine  ways  that  Washington  can  expand 
support  for  small  business  incubator  and  management  training  services.  In 

many  cases,  existing  contractors  or  new  start-ups  do  not  receive  financing 
because  they  have  not  created  realistic  business  plans.  These  centers  provide 
valuable  services  that  can  help  improve  the  competitiveness  of  converting 
businesses  before  they  seek  financing. 

This  type  of  hands-on  help  is  best  provided  by  state  and  local  agencies. 
Current  federal  efforts,  such  as  the  Department  of  Commerce's  manufacturing 
extension  centers,  should  remain  focused  on  supporting  technology  transfer  and 
manufacturing  improvements.     Pennsylvania's  Benjamin  Franklin 
Pjirtnerships  or  Ohio's  Edison  Centers  are  national  models  for  this  type  of 
activity. 

Unfortunately,  many  areas  of  the  country  do  not  enjoy  effective  programs 
like  those  in  Pennsylvania  and  Ohio.    For  example,  California,  which  has  been 
especially  hard-hit  by  defense  cuts,  lacks  an  effectively  funded  program  of  this 
tsrpe.    To  help  other  states  emulate  successful  programs,  the  Committee  might 
want  to  consider  creating  a  new  program  category  under  the  Technology 
Reinvestment  Project  (TRP):   the  Business  Development  Program. 

The  Business  Development  Program  would  work  in  a  similar  manner  as  the 
TRP's  other  technology  deployment  programs.    Universities,  regional  bodies,  and 
state  and  local  governments  would  be  eligible  to  apply  for  federal  funding  to  support 
ttie  crccrtion  of  new  business  development  centers  or  expansion  of  existing  progremis 
to  support  the  diversification  of  existing  small  businesses  and  the  development  of 
new  start-up  firms.  As  with  other  TRP  programs,  Business  Development  fxmds 
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wotild  be  competitively  awarded  and  based  on  a  fifty  percent  cost  sharing  by  the 
applicant. 

•  Second,  the  Committee  might  also  examine  the  use  of  tax  incentives  to 
encourage  private  initiatives  which  spiu'  entrepreneurship.    As  you  know  from 
hearings  held  earlier  this  svmuner,    Grumman,  TRW,  and  other  prime  defense 
contractors  have  established  divisions  which  trarisfer  technology  or  intellectual 
property  to  start-up  "spin-out"  enterprises.  In  other  cases,  contractors  have 
provided  space  or  equipment  to  these  enterprises.  For  example,  Lockheed  has 
donated  plant  space  to  CALSTART,  an  innovative  Los  Angeles-based  consortium 
developing  advanced  transportation  systems  and  technologies.    Tax  incentives 
might  contribute  to  a  major  expansion  of  these  beneficial  activities. 

•  Finally,  the  Committee  should  also  consider  more  direct  means  to  enhance 
the  availability  of  capital  for  defense  diversification  projects.   There  have  been 
several  proposals  for  assistance  in  this  area.  Some  observers  have  suggested  that 
Washington  provide  direct  financing  for  conversion  projects.     Another  proposal 
recently  considered  by  Congress  called  for  creation  of  a  small  business  loan  program 
administered  under  the  TRP. 

Both  of  these  well-intentioned  efforts  are  imlikely  to  be  effective.     In  the 
specific  case  of  creating  a  TRP  loan  guarantee  program,  I  am  concerned  because  of 
ARPA's  lack  of  experience  in  this  area.     ARPA  has  proven  imcommonly  effective 
in  supporting  irmovative  R&D;  it  has  no  proven  track  record  in  making  loans  to 
businesses. 

In  general,  Washington  has  a  poor  track  record  in  targeting  investments  to 
individucil  companies.    A  far  more  effective  model  could  be  based  on  the  creation  of 
a  privately-run  Fund  for  Defense  Conversion  (FDQ.  The  FDC  would  be  orgaiuzed 
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as  a  coalition  of  venture  capital  outfits  with  the  U.S.  government  as  the  initial 
investor.     The  FDC  would  extend  capital  on  favorable  terms-through  low-interest, 
long-term  loans,  loan  guarantees,  or  purchases  of  preferred  stock-to  private  firms 
seeking  to  convert  all  or  part  of  their  defense  activity  to  non-defense  applicatioi\s. 
Private  firms  would  be  responsible  for  determining  the  potential  activities  to  be 
funded,  initiating  the  application,  and,  if  it  is  approved,  investing  their  own  stake 
(for  example,  one-third  of  the  totjd  cost)  and  implementing  the  project. 

The  FDC  should  not  be  based  on  the  creation  of  a  single  centralized 
mechanism  based  in  Washington.     Financing  will  work  more  effectively  if  the 
process  is  decentr<ilized.  The  best  approach  entails  a  competition  by  private  venture 
capital  outfits,  investment  bankers,  and  other  institutions.  Wiimers  of  this 
competition  would  then  be  authorized  to  provide  federally-guaranteed  loans  to 
worthy  conversion  projects. 

Shifting  this  responsibility  to  the  private  sector  offers  many  benefits.    The 
limited  availability  of  public  funds  makes  it  imperative  that  those  monies  are  spent 
wisely.  Washington's  expertise  does  not  extend  into  the  realm  of  deciding  which 
firms  can  succeed.  At  the  scime  time,  political  factors  introduce  imcertainty  into  the 
appropriations  process,  and  often  result  in  the  maintenance  of  projects  after  they 
have  outlived  their  utility.     Given  these  readities,  government  agencies  caimot 
micromanage  the  financing  process.  Such  decisions  are  best  left  to  private  sector 
entities. 

Models  for  this  type  of  activity  already  exist.  There  are  a  number  of  venture 
capital  firms  that  have  taken  an  active  role  in  financing  conversion  initiatives  by 
small  defense  contractors  or  divisions  of  major  contractors.    These  firms  could 
serve  eis  models  for  groups  seeking  to  invest  IDC  funds.    Since  the  Corporation 
represents  a  major  shift  in  policy,  I  would  suggest  that  it  be  considered  first  as  a  pilot 
project  or  a  component  of  existing  programs,  such  as  tiiose  operated  by  the  Small 
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Business  Administration.   Based  on  the  FDC's  early  performance,  we  could  then 
revisit  the  program  and  consider  its  expansion. 

CONCLUSION 

Mr.  Chcdrman,  supporting  the  successful  transition  of  U.S.  defense  firms 
presents  a  daunting  policy  challenge  that  cannot  be  solved  with  a  "one  size  fits  aU" 
policy.  We  need  to  develop  a  variety  of  solutions  that  tackle  different  parts  of  the 
conversion  challenge—including  retraining,  technology  development,  and 
financing.     We  also  need  to  look  at  new  ways  of  organizing  solutions.  Not  all 
programs  need  to  be  centered  in  Washington.    The  Committee  shovdd  cdso  examine 
new  forms  of  partnership  with  state  and  local  governments  and  the  private  sector. 

I  believe  that  we  have  begun  to  make  progress  in  several  of  these  key  areas, 
but  a  critical  piece  of  the  conversion  puzzle~finandng~has  remained  unexamined. 
I  commend  you  for  your  efforts  to  shed  light  on  this  important  issue  and  I  look 
forward  to  working  witii  the  Committee  as  it  continues  its  work. 
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November  2,  1993 


The  Honorable  Paul  Kanjorski 

Chairman 

Subcommittee  on  Economic  Growth 

and  Credit  Formation 
U.S.  House  of  Representatives 
109  Ford  House  Office  Building 
Washington,  D.C.  20515 

Dear  Mr.  Chairman: 

Thank  you  for  inviting  me  to  appear  before  your  Subcommittee  last  week.  I  especially 
enjoyed  the  roundtable  format  which  facilitates  open  discussion  and  real  give-and-take.  1  hope  you 
can  persuade  other  committees  to  consider  this  approach. 

During  my  testimony,  you  requested  additional  information  about  our  proposal  to  create  a 
Fund  for  Defense  Conversion.  A  proposal  summary  is  attached.  In  addition,  we  are  now  in  the 
process  of  completing  a  larger  study  of  the  importance  of  start-up  financing  for  defense 
conversion.  This  study  will  be  forward  to  you  upon  its  completion. 

I  hope  these  materials  are  helpful.  If  you  have  any  questions  or  need  additional 
information,  please  do  not  hesitate  to  contact  me.  I  look  forward  to  working  together. 

Sincerely, 


Erik  R.  Pages 

Director 

Defense  Transitions  Project 


Enclosures 
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Fund  for  Defense  Conversion 

Proposal  Summary 

Gaining  access  to  capital  is  the  most  daunting  task  facing  defense-dependent 
companies  seeking  to  convert  to  commercial  and/or  dual-use  production.  Thousands  of 
firms  want  to  convert,  but  lack  the  capital  needed  to  retool  and  compete  in  commercial 
markets.  Bankers,  venture  capitalists,  and  other  sources  of  working  capital  often  lack 
knowledge  of  the  defense  industry  and  have  proven  unwilling  to  invest  in  conversion 
projects.  The  Clinton  Administration  has  attempted  to  support  defense  firms  through  its 
Technology  Reinvestment  Project  (TRP).  Though  well-intentioned,  the  plan  does  not 
effectively  tap  the  expertise  and  inherent  efficiency  of  the  private  sector. 

One  possible  mechanism  that  utilizes  the  discipline  of  market  forces  is  the  Fund 
for  Defense  Conversion  (FDC),  first  proposed  by  Bernard  Schwartz,  Chairman  and  CEO 
of  Loral  Corporation.  The  fund  would  be  organized  as  a  quasi-public  financial 
intermediary  with  the  U.S.  government  as  the  initial  investor.  The  FDC  would  then  raise 
additional  funds  within  private  capital  markets,  thus  leveraging  federal  defense 
conversion  dollars.  The  fund  would  thus  link  the  defense  industry,  the  commercial 
sector,  and  financial  markets. 

Purpose 

The  FDC  would  extend  capital  in  the  form  of  loans  or  loan-guarantees  to  existing 
venturp  capital  cqjnpanies  or  investment  bankers.  Licensed  investors  would  specialize  in 
financing  small  to  medium-sized  defense  firms  that  are  attempting  to  convert  part  or  all  of 
their  defense  activity  to  non-defense  applications.  Private  companies  would  be 
responsible  for  initiating  proposals  for  FDC  funds,  and  if  approved,  implementing  the 
projects.  In  addition,  they  would  be  required  to  invest  their  own  stake  in  the  project. 

This  structure  helps  ensure  that  approved  projects  are  commercially  and 
financially  viable,  rather  than  simply  "picked"  by  the  government.  The  government 
would  be  limited  to  the  role  for  which  it  is  best  suited  —  providing  financial  support  for 
the  private  sector  and  broadly  encouraging  the  conversion  process. 

Criteria  for  Investment 

The  FDC  would  solicit  proposals  from  venture  capital  companies  and  other 
investment  firms,  in  which  the  bidding  firm  would  submit  a  business  plan  and  funding 
request.  Proposals  would  be  judged  on  the  basis  of  criteria  such  as  1)  the  quality  of  the 
business  plan,  2)  the  ratio  of  private  capital  at  risk  to  the  amount  of  federal  funding,  3) 
the  credibility  of  the  investors,  and  4)  the  social  returns  to  the  economy  in  terms  of  re- 
deployment of  resources,  preservation  of  the  defense  industrial  base,  and  job  creation. 

Structure 

The  FDC  would  not  be  based  on  the  creation  of  a  single,  centralized  institution 
located  in  Washington.     Financing  will  work  most  effectively  if  the  process  is 

FDC  Proposal  Summary  Page  1 
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decentralized.  Existing  private  firms  would  compete  to  qualify  as  approved  FDC 
institutions  in  a  process  similar  to  that  utilized  in  the  Small  Business  Administration's 
Small  Business  Investment  Corporation  (SBIC)  program.  Although  each  FDC  would 
operate  independently,  a  central  board  of  directors  (consisting  of  government  and  private 
sector  representatives)  would  oversee  the  program's  overall  operations. 

After  the  initial  government  investment,  each  FDC  would  operate  on  a  for-profit 
basis.  However,  the  Federal  government  would  share  in  any  gains  made  on  investments. 
These  earnings  would  contribute  to  a  revolving  credit  fund  to  be  used  for  future 
transactions.  In  addition,  the  FDC  could  first  be  implemented  as  a  pilot  project  until  the 
effectiveness  of  the  government's  investment  can  be  determined. 

The  use  of  private  investors  and  the  requirements  for  cost-sharing  by  defense 
firms  should  introduce  market  discipline  into  this  process.  Although  the  FDCs  would 
focus  on  defense  conversion-related  projects,  they  would  be  required  to  maintain 
diversified  investment  portfolios.  These  requirements  reduce  risk  and  also  help  limit  the 
championing  of  single  interests  and/or  companies.  Selection  of  projects  based  on 
technical  and  economic  merit  and  avoidance  of  the  annual  appropriations  process  would 
further  insulate  the  FDC  from  political  pressures. 

Advantages 

The  FDC  has  many  advantages  over  the  current  approach. 

1)  Exemption  from  restrictive  acquisition  regulations.  Private  investment  transactions 
take  far  less  time  than  government  decisions. 

2)  Exemption  from  civil-service  rules,  allowing  competitive  compensation  packages  to 
attract  a  highly-skilled,  motivated  staff. 

3)  More  focused  and  efficient  than  tax  incentives  and  similar  policies. 

4)  Potentially  lower  cost.  The  FDC  would  not  only  leverage  government  funds  by 
attracting  private  sources  of  funding,  but  it  also  would  give  the  government  a  return 
on  its  investment. 

5)  The  private  sector,  rather  than  the  government,  would  choose  the  technologies  and 
companies  which  are  most  commercially  viable.  This  market  mechanism  should 
improve  the  potential  for  success  of  funded  projects. 


For  more  informatiort,  contact  Erik  R.  Pages  or  Alisa  M.  Federico 
of  the  BENS  Defense  Transitions  Project  at  (202)  296-2125. 
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Media  Advisory 


Business  Executives  For  National  Security 

For  Immediate  Release  November  19, 1993 

Business  Group  Calls  for  New  Approach  to  Defense  Conversion 


A  study  released  today  by  Business  Executives  for  National  Security  (BENS)  says  that 
the  defense  conversion  programs  embraced  by  the  Clinton  Administration  emd  Congress  do 
not  go  far  enough  in  assisting  U.S.  defense  firms.  The  study  notes  that  sufficient  working 
capital  is  not  available  to  companies  struggling  to  succeed  in  non-defense  markets.  According 
to  BENS,  existing  efforts  to  fund  dual-use  research  are  too  limited  and  are  unlikely  to  yield 
significant  commercial  advances.  BENS,  a  national  organization  of  business  leaders,  is  calling 
for  the  government  to  help  expand  financing  options  for  defense  firn\s  trying  to  succeed  in  the 
conunercial  marketplace. 

"When  it  comes  to  defense  conversion,  the  Clinton  Administration  only  has  it  half- 
right,"  noted  Erik  R.  Pages,  the  report's  author.  "They  have  done  an  excellent  job  in  supporting 
dual-use  research.  But  all  this  effort  will  be  wasted  if  the  research  isn't  turned  into  products 
that  help  build  new  companies  and  create  new  jobs.  Right  now,  there  simply  isn't  enough 
working  capital  to  move  good  ideas  from  the  lab  into  the  marketplace,"  said  Pages,  Director 
of  the  BENS  Defense  Transitions  Project. 

The  report  describes  the  intense  "credit  crunch"  that  has  impacted  new  companies 
across  the  country  and  hit  defense  compemies  especially  hard.  To  cope  with  this  problem,  the 
report  recommends  creating  a  number  of  new  programs  to  help  increase  financing  sources  for 
small  and  medium-sized  defense  firms,  including  a  new  Business  Development  Progreim,  and 
an  expanded  commitment  to  export  promotion. 

In  addition,  the  report  calls  for  government  support  of  a  Fund  for  Defense  Conversion. 
The  Fund  would  provide  public  and  private  support  for  venture  capitalists  emd  investment 
bankers  to  fund  promising  defense  conversion  projects.  "The  Fund  for  Defense  Conversion 
represents  a  new  way  of  doing  business,"  said  Pages.  "Past  government  financing  efforts  have 
been  marred  by  pork-barrel  politics.  By  having  private  investors  make  financing  decisions,  we 
can  ensure  that  the  market,  not  politics,  drives  the  conversion  process.  If  we  don't  link 
conversion  programs  to  market  needs,  this  entire  effort  is  doomed  to  failure." 

For  more  information,  or  a  copy  of  the  report,  contact  Erik  R.  Pages  at  (202)  296-2125. 
-30- 

BENS  is  a  national,  non-partisan  associaiion  of  business  lead-    Business  6xecuTiv£S  For  Nationai.  SecuRiTY 
ers  working  to  improve  national  security  by  promoting  belter  'SIS  L  Street.  NW,  Suite  330 

management  of  defense  dollars,  advocating  measures  to  make  (202)  E96-2I2S  Fax"(a02)  "eg^Mlo 

the  economy  stronger  and  more  competitive,  and  finding  prac- 
tical ways  to  prevent  the  use  of  weapons  of  mass  destruction. 
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BENS  is  a  national,  non-partisan  association  of  business  leaders 
working  to  improve  national  security  by  promoting  better  management  of 
defense  dollars,  advocating  measures  to  make  the  economy  stronger  and  more 
competitive,  and  finding  practical  ways  to  prevent  the  use  of  weapons  of  mass 
destruction. 

The  Defense  Transitions  Project,  a  self-contained  unit  of  BENS, 
promotes  research  and  public  education  into  the  ongoing  process  of  defense 
conversion.  The  Project's  staff  regularly  advises  federal,  state,  and  local 
governments  as  well  as  business  communities  on  effective  responses  to  the 
defense  transition  challenge. 

For  further  information  contact 
Erik  R.  Pages  at  (202)  296-2125 
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NEXT  STEPS  IN  BUSINESS  CONVERSION: 
Supporting  Innovation  and  Entrepreneurship 


Executive  Summary         Introduction 


Existing  federal  programs  have  made 
important  strides  in  assisting  defense 
firms  seeking  to  diversify  into 
civilian  markets.  Yet,  by  limiting  support 
to  funding  of  dual-use  research  and 
development,  these  initiatives  do  not  offer 
remedies  to  the  credit  crunch  that  has 
severely  impacted  small  and  medium-sired 
defense      firms.  The      Clinton 

Administration  and  the  Congress  should 
examine  several  new  initiatives  that  will 
improve  access  to  capital  and  provide 
other  needed  services  to  these  companies. 
Several  new  initiatives  will  help  strengthen 
existing  programs: 

•  A  Business  Development 
Program  that  supports  small 
business  incubators  and 
provides  hands-on  marketing 
and  business  planning 
assistance. 

•  An  expansion  of  existing 
export  promotion  activities 
with  special  emphasis  on 
outreach  to  small  and 
medium-sized  businesses. 

•  The  use  of  tax  incentives  to 
encourage      partnerships 


between    large 
defense  firms. 


sma 
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Creation  of  a  Fund  for 
Defense  Conversion  to 
enhance  the  availability  of 
working  capital  for  small  and 
medium-sized  defense  firms. 


For  many  years,  Washington  resisted 
programs  which  encouraged  defense 
companies    to   pursue   business    in 
civilian     markets.  The     Clinton 

Administration  initiated  a  welcome 
change  in  this  legacy  when  it  supported 
the  creation  of  the  Technology 
Reinvestment  Project  (TRP)  and  a 
number  of  other  programs  to  support 
defense  conversion.  Missing  from  this 
laudable  effort  have  been  programs  that 
assist  defense  firms  and  start-up  ventures 
which  require  financing  to  commercialize 
defense  technologies. 

This  study  analyzes  the  causes  of  the 
credit  crunch  and  its  particularly  severe 
effects  on  small  defense  and  high- 
technology  firins.  It  next  describes 
existing  federal  programs,  and  points  to 
several  state  and  local  biuiness  assistance 
programs  that  might  offer  models  for  new 
federal  efforts.  Finally,  it  offers  a  range  of 
suggestions  for  enhancing  small  business' 
access  to  patient  working  capital. 


Background 


W-  ith  defense  budgets  in  decline, 
U.S.  businesses  can  no  longer 
remain  dependent  on  defense 
contracts  for  the  bulk  of  their  revenues. 
After  many  years  of  postponing  change, 
American  defense  contractors  have  begim 
to  respond  to  these  wrenching 
dislocations.  Businesses  across  the  country 
are  now  turning  their  attention  to  defense 
conversion  and  searching  for  ways  to 
succeed  in  commercial  markets. 
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These  moves  into  commercial  sectors 
make  good  business  sense.  Simply  put, 
there  are  too  many  defense  firms  chasing 
too  few  defense  dollars.  Since  FY1985 
— the  height  of  the  Reagan  defense 
buildup —  the  U.S.  defense  budget  has 
been  reduced  by  32%  and  will  decline  an 
additional  25%  by  FY1997.  Procurement 
accounts  have  been  reduced  even  more 
rapidly.  Since  1990,  procurement 
spending  has  declined  by  roughly  15% 
every  year.  Since  1985,  the  total 
procurement  budget  has  been  cut  by 
64%.'  In  contrast  to  defense  spending 
declines  after  the  Korean  and  Vietnam 
conflicts,  today's  downturn  is  not  cyclical. 
With  few  major  security  threats  on  the 
horizon,  the  short-term  trend  for  defense 
spending  is  a  continuing  steady  decline. 

Past  business  diversification  efforts 
have  achieved  mixed  levels  of  success. 
Contrary  to  the  claims  of  Martin  Marietta 
Chairman  Norman  Augustine  and  other 
defense  industry  executives  who  claim  that 
"the  record  of  conversion  is  unblemished 
by  success,"  some  defense  firms  have 
succeeded  in  entering  commercial 
markets.^  But  making  the  transition  is 
difficult.  In  fact,  entering  new  markets 
has  proved  difficult  for  both  military  and 
commercial  firms.  ^ 

The  spreading  impact  of  defense  cuts 
led  to  a  growing  interest  in  government 
programs  to  ease  the  transition  from 
defense  to  commercial  work.  As  is  so 
often  the  case,  state  and  local 
governments  have  taken  the  lead.'*  Yet, 
few  of  these  initial  efforts  were  designed  to 
support  defense  businesses  alone.  In  most 
instances,  support  for  defense  firms  was 
included  in  economic  development 
programs  first  created  in  the  1980s  to  help 
revitalize  manufacturing  in  the  Northeast 
and  Midwest  regions.  The  paradigms  for 
these  programs  are  Pennsylvania's  Ben 
Franklin  Technology  Partnerships  and  the 
variety  of  programs  developed  in  Ohio 
which  support  technology  transfer  and 
business  development  activities. 


Building  on  these  models,  state  and 
local  governments  began  creating  a 
package  of  assistance  programs  for 
defense-dependent  businesses  that 
provided  services  such  as  retraining, 
marketing  assistance,  and  small  business 
loans.  St.  Louis'  Economic  Adjustment 
and  Diversification  Program  is  a  national 
model  for  such  efforts.  Created  in  1990 
to  help  companies  and  workers  respond  to 
lay-offs  at  McDonnell  Douglas  and  its 
subcontractors,  the  St.  Louis  program  has 
proven  quite  effective  in  supporting  new 
companies  and  retraining  workers  and 
management.  The  program  provides 
entrepreneurial  training  to  laid-off  defense 
personnel,  and,  most  importantly, 
personnel  at  risk  of  being  laid-off.  St. 
Louis  also  operates  a  small  business 
incubator  on  space  donated  by 
McDonnell  Douglas.  This  incubator  has 
contributed  to  the  establishment  of  several 
successful  companies  in  the  region. 


Current  Federal 
Programs 

W-  hile  the  states  and  localities 
continued  these  low-level  efforts, 
Washington  largely  maintained  a 
"hands-off  attitude  toward  promoting 
defense  conversion.  Indeed,  the  Federal 
government  did  little  to  develop  expertise 
in  defense  conversion  —  the  only  agency 
responsible  for  this  area  was  the 
Pentagon's  Office  of  Economic 
Adjustment  (OEA),  which  provides 
assistance  to  communities  affected  by 
military  base  closures. 

As  defense  budgets  declined,  pressures 
to  develop  federal  conversion  programs 
intensified.  Given  Washington's  limited 
expertise,  the  Congress  was  forced  to 
create  new  programs  to  support  industry 
diversification.  Initial  efforts  began  in 
1991.     In   1992,  Congress  passed  the 
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Defense  Conversion,  Reinvestment,  and 
Transition  Assistance  Act  of  1992.  Passed 
over  the  Bush  Administration's  objections, 
this  bill  created  a  series  of  new  conversion 
programs  and  significantly  increased 
fiinding  for  existing  projects. 

In  contrast,  the  Clinton 
Administration  embraced  the  Congress' 
efforts  and  created  a  comprehensive 
conversion  program  of  its  own. 
Announced  in  March  1993,  it  included 
new  programs  to  assist  workers  and  aid 
communities  affected  by  the  closure  of 
military  bases. ^  Also  included  was  an 
innovative  approach  to  supporting  dual- 
use  R&D — the  Technology  Reinvestment 
Project  (TRP).6 

The  TRP  contains  eight  programs 
created  by  Congress  in  1992.  For 
FY1993.  the  TRP  was 
funded  at  approximately 
$471  million;  expected 
ftinding  for  FY1994  is  $575 
million.  The  TRP  is 
administered  by  an 
interagency  group  known  as 
the  Defense  Technology 
Conversion  Council 
(DTCC),  which  consists  of 
the  Departments  of 
Defense,  Commerce,  Energy, 
Transportation,  the  National  Science 
Foundation,  and  the  National  Aeronautics 
and  Space  Administration.  Although  the 
program  is  jointly  administered,  primary 
management  responsibility  rests  with  the 
Pentagon's  Advanced  Research  Projects 
Agency  (ARPA). 

The  TRP  represents  a  revolution  in 
U.S.  defense  industrial  base  policy. 
Unlike  past  defense  R&D  programs,  the 
TRP  aims  to  encourage  research  into 
commercial  or  dual-use  products,  i.e. 
items  that  can  be  utilized  for  both  military 
and  civilian  purposes.  For  the  first  time, 
Washington  has  supported  efforts  by 
defense  firms  to  diversify  into  new 
markets. 


The  TRP  represents  a 

revolution  in  U.S.  defense 

industrial  base  policy.  For 

the  first  time,  Washington 

has  supported  efforts  by 

defense  firms  to  diversify  into 

new  markets. 


While  individual  TRP  programs 
diflFer,  they  share  two  characteristics.  First, 
they  encourage  coordination  and 
collaboration  between  business, 
government,  academia,  and  non-profit 
groups.  Second,  nearly  all  of  the  programs 
require  matching  funds  from  the  private 
sector.  In  most  cases,  award  recipients 
must  provide  at  least  51%  of  a  project's 
funds.  Sematech  and  other  federally- 
sponsored  consortia  require  similar  cost- 
sharing  criteria. 

In  addition  to  being  innovative,  the 
TRP  has  also  been  popular.  Initial 
regional  briefings  were  heavily  attended, 
prompting  many  observers  to  raise  fears 
that  TRP  managers  would  be  swamped 
with  applications.  In  late  July,  the  TRP 
received  roughly  2,  800  applications, 
req  ues t i  ng  a 

staggering  total  of 
more  than  $9 
billion  in  grants. 
On  October  22, 
1993,  the  President 
announced  the  first 
round  of  TRP 
selections,  funding 
4 1  proj  ects 

involving       272 
industrial  and  other  organizations. 

While  most  observers  acknowledge 
that  the  TRP  is  well-intentioned  and  well- 
managed,  it  does  not  address  many  critical 
components  of  the  conversion  puzzle. 
First,  insufficient  funding  lessens  the 
program's  potential  impact,  as  nearly  $7.5 
billion  worth  of  proposals  will  likely  go 
unfunded.  However,  given  the  current 
budget  climate  in  Washington,  one  should 
not  expect  major  increases  in  funding 
levels  over  the  near  term. 

Second,  as  currently  structured,  small 
and  medium-sized  firms — the  purported 
focus  of  the  TRP — have  faced  difficulties 
in  competing  for  support.  Stiff 
competition  has  played  some  role  in 
dissuading  smaller  businesses  from 
competing,  but  the  most  important  factor 
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has  been  the  TRP's  requirements  for 
matching  ftinds.  Already  buffeted  by  an 
economy-wide  credit  crunch,  small 
businesses  have  faced  great  difficulties  in 
obtaining  funds  to  meet  the  TRP's 
matching  requirements.  The  FY1994 
Defense  Authorization  bill  urges  the 
Administration  to  offer  more  flexible 
matching  arrangements  for  smaller  firms. 

Third,  the  bulk  of  TRP  fijnding 
(approximately  $262  million)  focuses  on 
technology  development.  Generally 
speaking,  technology  development  funds 
provide  R&D  support  and  are  managed  in 
a  manner  similar  to  other  ARPA  projects. 
Primarily,  this  means  providing  seed 
money  to  cultivate  new  dual-use 
technologies  or  configure  military 
technologies  for  commercial  needs. 

However,  few  small  and  medium- 
sized  firms  need  more  R&D  funding,  a 
fact  borne  out  by  state-level  surveys  from 
across  the  nation.  ^  The  results  of  these 
surveys  are  nearly  unanimous  and  were 
further  confirmed  in  interviews  conducted 
for  this  study.  Above  all  else,  contractors 
expressed  interest  in  government  assistance 
with  marketing,  financing  and  export 
promotion.  The  TRP  supplies  none  of 
these  services. 

Finally,  the  TRP  focuses  almost 
exclusively  on  aiding  existing  firms. 
While  this  focus  is  unavoidable,  it  neglects 
an  important  part  of  the  conversion 
equation:  assisting  start-up  firms  and  new 
entrepreneurs  leaving  the  defense  sector. 
Politicians  and 
analysts 

frequently  note 
that  some  of 
America's  most 
advanced 
technologies 
and  skilled 
personnel  are 
utilized  in 
defense 

production.  What  they  fail  to  note  is  that 
these  resources  may  offer  the  potential  to 


While  most  observers 
acknowledge  that  the  TRP 

is  well-intentioned  and 

well-managed,  it  does  not 

address  many  critical 

components  of  the 

conversion  puzzle. 


create  the  21st  century  successors  to 
Silicon  Valley  and  Massachusetts'  Route 
128  corridor.  Washington  must  do  more 
to  support  small  business  incubators  and 
other  programs  that  spur 
entrepreneurship. 


Different 

Conversion 

Strategies 

T|he  TRP's  lack  of  support  for  smaller 
entrepreneurial  firms  points  to  a 
fundamental  weakness  in  many 
conversion  programs  across  the  country. 
Few  of  these  projects  recognize  the 
potential  for  two  separate  types  of 
conversion  strategies.*  Internal  conversion 
refers  to  efforts  by  defense  companies  to 
transform  themselves  to  compete  in 
commercial  markets.  It  involves  the 
transition  of  the  business'  existing 
workforce,  equipment,  and  facilities.  In 
contrast,  external  conversion  refers  to  the 
broader  economy-wide  transition  of 
workers,  technologies,  and  facilities 
released  by  military-oriented  firms  to  re- 
employment in  the  civilian  sector. 

Because  many  defense  firms  are  poorly 
equipped  for  the  civilian  marketplace, 
internal  conversion  is  quite  difficult  to 
achieve.  Defense  firms  have  a  corporate 
culture  unlike  that  of  their 
commercial  counterparts.  Because 
they  traditionally  sell  to  one 
customer  —  the  U.S.  Government 
—  they  lack  commercial 
marketing  skills  and  expertise. 
Moreover,  military  customers 
often  demand  products 
manufactured  in  small  numbers 
that  meet  stringent  technical 
standards.  In  many  cases,  this 
requires  hand-tooling  rather  than  the 
automated  production  that  characterizes 
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non-defense  manufacturing.  All  of  these 
distinctions  have  produced  a  unique 
corporate  culture  which  complicates 
defense  diversification  efforts. 

While  difficult,  internal  conversion  is 
not  impossible.  Small  and  medium-sized 
businesses  have  been  most  successful  in 
entering  commercial  markets.  These 
companies  have  capitalized  on  a  number 
of  special  advantages  that  case  the  path  to 
diversification.  In  contrast  to  the  larger 
prime  contractors,  small  firms  tend  to  lack 
large  internal  bureaucracies,  making  them 
more  flexible  to  enter  new  markets. 
Moreover,  many  smaller  firms  already  do 
business  with  both  defense  and 
commercial  suppliers.  Thus,  they  already 
understand  the  commercial  marketplace. 
Finally,  and  most  importantly,  smaller 
companies  tend  to  have  a 
strong  commitment  to 
diversification.  Larger 
contractors  can  downsize 
and  maintain  smaller  but 
still  significant  market 
shares.  For  small  firms, 
downsizing  often  means 
closure.  These  pressures 
inevitably  increase 
management's 
commitment  to 

conversion.  BENS'  research  has  found 
that  management  commitment  to 
diversification  is  the  most  critical  factor  to 
success.'  It  does  not  guarantee  success, 
but  its  absence  does  guarantee  failure. 

Successful  firms  have  determined  their 
core  competencies,  and  sought  to  exploit 
these  competencies  in  new  markets. '"  For 
example,  New  Jersey's  Base  10  Systems 
utilized  its  core  skills  in  encryption 
technology  to  develop  medical  software 
that  can  be  used  to  predict  a  person's 
proclivity  to  certain  diseases. ' '  Similarly, 
Camarillo,  California-based  California 
Ampifier  has  enjoyed  a  3-year  sales 
increase  of  over  300%  by  utilizing  core 
skills    in    defense    radar    detection    to 


manufacture  amplifiers  for  home  satellite 
television  dishes.'^ 

As  these  examples  indicate,  internal 
conversion  involves  utilizing  technologies 
previously  developed  for  defense  and 
"converting"  them  to  civilian  use.  In 
effect,  this  is  the  classic  "dual-use" 
strategy.  This  conversion  strategy  is  the 
most  common  approach  utilized  by 
contractors;  it  is  also  the  only  strategy 
supported  directly  by  federal  conversion 
programs  like  the  TRP. 

Existing  efforts  to  support  internal 
conversion  obscure  the  promise  of  a 
second  approach:  external  conversion. 
Although  external  conversion  is  an 
economy-wide  process,  this  study  limits  its 
focus  to  the  possibility  of  utilizing  defense 
technologies  and  skilled  defense  personnel 
to  develop  new 
businesses  and 
create  additional 
growth 

opportunities  in  the 
future. 

External 
conversion  involves 
efforts  to  promote 
technological 
innovation      and 
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spur 
entrepreneurship.  It  can  take  several 
forms,  including  the  creation  of  new  start- 
up companies  and  support  for  new  firms 
that  "spin-out"  of  larger  defense  firms  and 
commercialize  defense-related  research. 

Although  state  and  local  programs 
have  made  important  contributions  in  this 
area,  Washington  has  done  little  to 
support  external  conversion  efforts.  This 
is  unfortunate,  because  this  conversion 
strategy  offers  great  promise.  No  matter 
how  successful,  internal  conversion  efforts 
rarely  preserve  every  job  previously 
devoted  to  defense  production.  Indeed, 
internal  conversion  must  often  be  viewed 
as  a  stop-gap  effort  to  maintain  a  viable 
company  and  retain  as  many  jobs  as 
possible.   External  conversion,  in  contrast. 
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offers  the  pocential  for  job  creation  and 
productive  re-employment  of  displaced 
defense  workers,  management,  and  capital 
resources. 

In  addition,  support  for  external 
conversion  can  offer  many  benefits  to  the 
economy  at  large.  Small,  innovative  firms 
have  traditionally  served  as  the  drivers  of 
technological  advancement  in  the  U.S. 
Defense  firms  and  research  facilities  now 
undertake  state-of-art  research  in  a 
number     of     areas.  Encouraging 

entrepreneurs  to  commercialize  defense 
research  could  not  only  create  new  jobs 
but  also  help  spur  the  nation's 
technological  growth  into  the  21st 
century. 


Supporting  Spin- 
Off:  What  is 
Needed? 

Our  interviews  and  previous  research 
indicate  that,  in  high  technology 
sectors,  the   success  of  start-up  or 
spin-off  firms  depends  on  three  faaors: 

•  Technology    that    meets    market 
needs 

•  Effective  management  with  market 
savvy 

•  Stable  sources 
of  capital 


Cutting-edge 
technologies  do  not, 
by        themselves, 
guarantee 

commercial  success. 
Less  exotic 

technologies      are 
often  easier  to  adapt 
to    products    with 
high  market  potential.   For  many  firms  in 
their   infancy,    it    may   make   sense   to 


Sources  of  capital  have 
declined  precipitously  in  recent 
years.   This  credit  crunch  has 

impacted  all  types  of 
businesses,  but  it  is  especially 
severe  on  defense  firms  trying 
to  enter  commercial  markets. 


postpone  manufacturing  and  marketing 
products  utilizing  their  most  innovative 
technologies.  Successful  start-ups  often 
focus  on  low-profile  products  that  help 
generate  cash-flow,  which  in  turn  helps 
fund  development  of  other  products.'^ 

Determining  a  technology's  market 
potential  is  an  extremely  complicated  task. 
In  fact,  it  might  be  best  portrayed  as  an  art 
rather  than  a  science.  This  process  is 
especially  difficult  for  defense  firms  who 
traditionally  market  to  only  one  customcr- 
-the  U.S.  Department  of  Defense. 

It  is  here  that  market  savvy  comes  into 
play.  Market  savvy  seems  to  rely  on  equal 
measures  of  innate  entrepreneurial  sense 
and  past  professional  experience. 
However,  studies  of  successful  start-up 
companies  indicate  that  the  latter  may  be 
more  important.  One  recent  study  found 
that  CEOs  of  high-growth  start-ups 
averaged  ten  years  experience  in  the 
industries  in  which  they  started  their 
companies.  In  contrast,  the  majority  of 
CEOs  of  no-growth  or  low-growth  start- 
ups had  no  experience  or  had  spent  only  a 
few  years  learning  their  industries  from  the 
inside.'^ 

These  data  offer  a  sobering  reminder 
to  defense  industry  executives  trying  to 
create  new  commercial  companies.  Thus, 
in  many  cases,  start-ups  should  stick  close 
to  home,  developing  dual-use  technologies 
prior  to  developing  purely  commercial 
products. 

Moreover,  research 
also  indicates  that  the 
most  successful  start-ups 
were  founded  by  teams. 
As  Inc.  magazine  put  it: 
"If  You  Don't  Have 
Experience  Buy  It."  By 
linking  with  others, 
defense  personnel  can  tap 
the  expertise  of  managers 
with  backgrounds  in 
commercial  markets. 
Reliable  sources  of  capital  are  the  final 
ingredient     for    successful     start-ups. 
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Although  individual  company  demands 
for  capital  are  often  quite  limited,  '  ^ 
aggregate  demand  for  start-up  capital  has 
remained  intense  in  recent  years. 
Unfortunately,  sources  of  capital  have 
declined  precipitously  in  recent  years. 
This  credit  crunch  has  impacted  all  types 
of  businesses,  but  it  is  especially  severe  on 
defense  firms  trying  to  enter  commercial 
markets.  Banks  have  been  reluctant  to 
loan  to  contractors  for  several  reasons. 
First,  they  remain  skeptical  about  the 
prospects  for  defense  conversion.  This 
process  is  inherently  high-risk,  and 
discourages  bank  lending.  Second, 
bankers  often  appear  equally  skeptical 
about  the  market  savvy  of  defense  industry 
managers.  Finally,  even  when  a  defense 
firm  shows  some  commercial  success,  they 
frequently  have  difficulty  obtaining 
financing.  This  has  been  especially  true  in 
commercial  aerospace,  where  bankers  fear 
future  market  downturns.  In  some  cases, 
defense  firms  have  won  commercial 
contracts,  but  were  unable  to  secure 
financing.  '^  Without  financing  in  place, 
they  have  been  forced  to  forego  the 
contraa. 

This  poses  a  real  dilemma  for  smaller 
defense  contractors.  On  the  one  hand, 
their  old  markets  are  slowly  but  surely 
disappearing.  At  the  same  time,  even 
when  they  succeed  in  retooling,  they 
cannot  get  financing  to  enter  new  markets. 
When  working  in  the  defense  world,  these 
firms  survived  on  Pentagon  progress 
payments.  In  the  commercial  world, 
progress  payments  do  not  exist.  The 
company  is  paid  after  the  contract  is 
completed.  Thus,  the  demand  for 
working  capital  expands  as  companies 
shift:  more  and  more  of  their  business  into 
commercial  markets. 

While  banks  have  grown  unwilling  to 
make  loans,  other  sources  of  capital  have 
also  dried  up.  During  the  1980s,  private 
venture  capitalists  helped  fund  such 
industry  giants  as  Sun  Microsystems  and 
Microsoft.    Unfortunately,  many  of  these 


funding  sources  no  longer  exist  as  classic 
venture  capital  investment  had  almost 
disappeared  by  1990.  While  American 
venture  capital  remains  a  vibrant  industry, 
venture  firms  have  begun  to  focus  their 
attention  on  lower-risk,  later-stage 
investments.  Some  figures  developed  by 
Venture  Economics  illustrate  this  change. 
Between  1987  and  1992,  the  value  of 
venture  capital  investments  in  start-up 
companies  declined  by  roughly  65%.'^ 
Thus,  one  of  the  primary  engines  of  past 
economic  growth  has  nearly  disappeared 
at  the  time  when  patient  start-up  capital  is 
in  great  demand.  As  a  result,  start-up 
companies  have  been  unable  to  take  ideas 
from  the  drawing  board  to  the 
marketplace. 

Most  analysts  agree  on  a  menu  for 
start-up  success  that  includes  stable 
financing,  management  skill,  and 
innovative  technology.  Unfortunately, 
they  also  agree  that  many  of  these 
ingredients  do  not  exist  in  the  defense 
sector.  Former  defense  personnel  can  rely 
on  unique  strengths  in  only  one  area-- 
technology.  American  companies,  and 
especially  firms  in  the  defense  sector,  enjoy 
access  to  technologies  that  are  second  to 
none.  Their  primary  challenge  is  to 
commercialize  this  technology.  This 
problem  is  not  confined  to  defense  firms. 
In  general,  American  industry  and 
research  institutions  have  excelled  at  basic 
research,  but  have  lagged  behind  foreign 
firms  in  their  ability  to  turn  this  research 
into  commercial  products.'^ 

Given  the  needs  of  defense  firms  and 
the  inherent  technological  advantages  they 
enjoy,  one  might  expect  government 
programs  to  focus  on  providing 
management  training  and  improving 
access  to  capital.  Ironically,  government 
programs  have  instead  focused  on 
improving  the  technological  base  of 
defense  firms  through  additional  support 
for  R&D.  The  major  obstacles  facing  new 
companies  have  not  been  addressed. 
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Supporting  Spin- 
Off:  A  Workable 
Blueprint 

If  the  Clinton  Administration  hopes  to 
fiirther  promote  defense  conversion,  it 
must  reorient  its  priorities  and  tackle 
these  other  critical  problems.  Instead  of 
continuing  to  fund  dual-use  research 
through  traditional  mechanisms,  it  must 
also  begin  to  nurture  a  broader 
technological  infrastructure  that  promotes 
innovation  and  entrepreneurship.  An 
effective  technological  infrastructure 
includes  traditional  factors  like 
transportation  and  communications 
facilities,  but  it  also  entails  new  factors 
such  as  technology  talent,  access  to  capital, 
and  close  cooperation  between 
government  and  business.  Supporting  this 
infrastructure  will  not  only  promote 
defense  conversion,  it  will  also  support 
efforts  to  promote  technological 
development  across  the  board. 

These  new  initiatives  do  not  require 
major  infusions  of  new  funding  or  the 
creation  of  new  organizations. 
Fortunately,  many  outstanding  models, 
such  as  the  St.  Louis  project,  already,  exist 
at  the  state  and  local  level.  These 
programs  provide  start-ups  and  small 
businesses  with  a  wide  range  of  services 
that  can  help  ease  the  path  to  success. 
Washington  should  support  and  emulate 
these  efforts. 

Programs  don't  have  to  be  driven  and 
directed  by  government  bureaucrats. 
Indeed,  that  approach  is  doomed  to 
failure.  If  government  efforts  are  to 
succeed,  they  must  be  based  on  existing 
market  needs  and  demand.  Government 
cannot  not  do  this  alone.  However,  it  can 
play  a  useful  role  if  conversion  support 
programs  are  based  on  a  cooperative 
relationship  with  the  private  sector. 


These  partnerships  can  take  many 
forms.  Some  have  been  created  by  state 
governments.  Pennsylvania  has  been  a 
leader  in  national  efforts  to  promote 
entrepreneurship  through  its  nine 
technology  transfer  and  industrial 
extension  projects.  Philadelphia's  Ben 
Franklin  Technology  Center  of 
Southeastern  Pennsylvania  has  been 
particularly  effective,  providing  seed 
capital  for  two-thirds  of  the  23  leading 
growth-oriented  companies  in  the 
Philadelphia  area."  The  Center  is  fimded 
through  a  combination  of  state  funding, 
grants,  and  in-kind  contributions  from 
supported  business  and  provides  a  range  of 
services  for  start-up  firms.  These  include 
support  in  licensing  new  technologies,  a 
start-up  capital  fund  for  new 
entrepreneurs,  and  range  of  databases  that 
provide  vital  information  to  businesses. 

Universities,  often  in  cooperation  with 
government,  have  also  created  effective 
programs  to  support  new  business 
development.  Using  its  state  of  the  art 
facilities  and  high-quality  faculty,  the 
Massachusetts  Institute  of  Technology  has 
been  a  national  leader  in  supporting 
entrepreneurial  firms.  MIT's  technology 
transfer  efforts  have  helped  create  more 
than  sixty  companies  since  1984.  In 
addition,  MIT  continues  to  negotiate 
approximately  eighty  new  licenses  for 
technology  each  ycar.^" 

The  MIT  effort  works  primarily 
through  the  transfer  of  technologies  first 
developed  by  university  researchers. 
Other  universities  have  established  more 
"hands-on"  business  development 
programs.  For  example,  the  University  of 
Texas-Arlington  provides  effective 
manufacturing  extension  services  through 
its  Automation  and  Robotics  Research 
Institute  (ARRI).  ARRI  has  played  an 
important  role  in  supporting  several 
defense  spin-off  companies  in  the  Dallas- 
Fort  Worth  area.  Similarly,  the  University 
of  Colorado  at  Colorado  Springs  has 
recently  created  an  ambitious  program  to 
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support  new  business  utilizing  defense 
technologies  from  area  firms 

Public-private  partnerships  are  not  the 
only  possible  model.  In  a  number  of 
cases,  companies  themselves  have  created 
effective  programs  on  their  own. 
Grumman  Corporation  has  recently 
created  a  Corporate  Licensing  Office  as 
well  as  Grumman  Ventures,  a  venture 
capital  subsidiary  that  makes  equity 
investments  in  emerging  technologies. 
The  Licensing  Office  licenses  patents, 
copyrights,  and  know-how  which 
Grumman  does  not  seek  to  commercialize. 
Grumman  Ventures 
invests  in  firms  with 
innovative  technologies 
with  the  potential  for  a 
strategic  fit  with 
existing  Grumman 
initiatives.  Both  of 
these  programs  present 
an  excellent  model  for 
spurring  the 

development        of 
technologies  in  entrepreneurial  start-up 
firms. 

The  Microelectronics  and  Computer 
Technology  Corporation  (MCC)  recently 
created  its  own  venture  capital  arm — 
MCC  Ventures,  Inc.— in  1992.  MCC 
Ventures  provides  a  wide  range  of  support, 
including  financial  and  management 
assistance,  international  bench  marking, 
and  commercial  market  development. 
MCC  has  already  succeeded  in  supporting 
several  start-ups  and  recently  won  a 
contract  to  support  start-up  companies 
commercializing  research  from  Los 
Alamos  National  Laboratories. 


Keys  to  Success 

Existing  efforts  provide  a  variety  of 
services,      maintain      different 
organizational     structures,     and 
support  different  types  of  companies  and 


Sticcessfiil  programs 

traditionally  provide 

"one-stop  shopping" for 

business  development.  In  this 

sense,  the  programs  are 

user-friendly. 


industrial  sectors.  Yet,  despite  their 
differences,  successful  programs  evince 
several  shared  characteristics  that  are 
critical  to  success.  Five  &ctors  have  been 
especially  important: 

•  Provide  hands-on  help. 

•  Provide  a  wide  range  of  services. 

•  Focus  on  market  development. 

•  Offer  management  training. 

•  Focus  on  affordable  technology. 

Existing  programs  are  normally  small 
and  underfunded.  For  this  reason,  they 
have  generally  been 
unable  to  provide 
businesses  with  state  of 
the  art  facilities  or 
technologies.  They 
have  instead 

emphasized  providing 
more  mundane,  but 
essential,  services  such 
as  marketing  surveys, 
business  planning 
advice,  and  entrepreneurial  training. 

These  efforts  are  driven  by  two 
primary  thrusts:  improving  the  quality  of 
management  and  ensuring  that  a  firm's 
market  goals  are  realistic  and  achievable. 
In  addition,  successful  programs 
traditionally  provide  "one-stop  shopping" 
for  business  development.  In  this  sense, 
the  programs  arc  user-friendly.  To  its 
credit,  the  Clinton  Administration  has 
recognized  the  importance  of  improving 
existing  services  in  many  of  its  own 
conversion  programs. 


How  Can 
Washington  Help? 

Based   on   the   lessons   from    these 
successful  regional,  state,  and  local 
initiatives,         the         Clinton 
Administration  should  institute  several 
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changes  to  its  conversion  initiatives.  First, 
it  should  expand  support  for  small 
business  incubator  and  management 
training  services.  These  programs,  such  as 
the  Ben  Franklin  Centers  and 
Connecticut's  Seatech  Center,  work  well 
because  they  offer  an  array  of  hands-on 
services  under  one  roof.  Although  the 
services  provided  by  these  centers  vary 
considerably,  they  typically  include 
financing,  provision  of  office  space,  legal 
guidance,  bookkeeping  assistance, 
networking  opportunities  with  other 
firms,  and  export  assistance. 

Some  of  these  services  can  be  provided 
through  the  seven  manufacturing 
extension  centers  now  managed  by  the 
National  Institute  of  Standards  and 
Technology  (NIST^.  President  Clinton 
plans  to  increase  the  number  of  these 
centers  to  35.  In  addition,  the  NIST 
Centers  will  enjoy  a  66%  boost  in  their 
budgets  for  FYl 994. 

While  the  NIST  centers  can  offer 
useful  assistance  in  supporting 
manufacturing  improvements,  they  cannot 
offer  many  of  the  hands-on  services 
provided  by  state  and  local  business 
assistance  centers.  Nor  should  we  expect 
the  NIST  centers  to  offer  this  service;  they 
arc  appropriately  limiting  their  efforts  to 
supporting  technology  transfer  and 
manufacturing  improvements. 

While  some  states,  such  as 
Connecticut  and  New  York,  have  set  up 
effective  business  development  programs, 
others  have  lagged  behind.  And  few  states 
offer  programs  targeted  to  the  special 
needs  of  defense  contractors. 
Unfortunately,  many  areas  of  greatest 
need,  such  as  Southern  California,  lack 
well-funded  programs  to  help  develop  new 
businesses.  To  help  other  states  emulate 
the  example  of  effective  state  programs, 
the  Clinton  Administration  should 
consider  creating  a  new  program  category 
under     the     TRP:  the     Business 

Development  Program. 


The  Business  Development  Program 
would  work  in  a  similar  manner  as  the 
TRP's  other  technology  deployment 
programs.  Universities,  regional  bodies, 
and  state  and  local  governments  would  be 
eligible  to  apply  for  federal  funding  to 
support  the  creation  of  new  business 
development  centers  or  expansion  of 
existing  programs  to  support  the 
diversification  of  small  businesses  and  the 
development  of  new  start-up  firms.  As 
with  other  TRP  programs.  Business 
Development  funds  would  be 
competitively  awarded  and  based  on  a  fifty 
percent  cost  sharing  by  the  applicant. 

Second,  the  Administration  must 
continue  to  expand  its  export  promotion 
activities.  The  President's  National 
Export  Strategy,  announced  on  September 
29,  1993,  takes  a  step  in  the  right 
direction  by  eliminating  outdated  export 
controls  and  expanding  Washington's 
export  promotion  activities.  Companies 
will  face  many  fewer  obstacles  in  obtaining 
government  assistance,  as  the  new  strategy 
is  based  on  "one-stop  shopping"  for  export 
promotion  aid.  Finally,  and  most 
importantly,  the  Commerce  Department 
will  begin  shifting  funds  to  provide  greater 
support  for  manufacturing  exports.  Until 
quite  recently,  nearly  80%  of  U.S.  export 
promotion  funds  supported  agriculture, 
which  accounted  for  only  10%  of  all  U.S. 
exports.^' 

One  of  the  more  promising 
components  of  the  President's  plan  is  the 
proposed  creation  of  at  least  four  export 
assistance  offices  outside  of  Washington, 
which  will  focus  on  supporting  smaller 
exporters.  However,  budget  constraints 
are  likely  to  restrict  the  expansion  of  this 
program.  For     this     reason,     the 

Administration  must  also  continue  to 
support  state  and  local  export  promotion 
activities.  In  addition  to  being  more 
numerous,  these  programs  are  also  likely 
to  be  more  effective.  Many  smaller 
companies  seek  assistance  in  market 
development  at  home  before  pursuing 
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export      opportunities.  Business 

development  centers  can  provide  an 
effective  bridge  between  market 
development  at  home  and  the  promotion 
of  sales  overseas. 

Third,  the  Administration  should 
examine  the  use  of  tax  incentives  to 
encourage  private  initiatives  which  spur 
entrepreneurship.  As  noted  above, 
Grumman,  TRW,  and  other  prime 
defense  contractors  have  established 
divisions  which  transfer  technology  or 
intellectual  property  to  start-up  "spin-out" 
enterprises.  In  other  cases,  contractors 
have  provided  space  or  equipment  to  these 
enterprises.  For  example,  Lockheed  has 
donated  plant  space  to  CALSTART,  an 
innovative  Los  Angeles-based  consortium 
developing  advanced  transportation 
systems  and  technologies.  Tax  credits 
could  &cilitate  a  major  expansion  of  these 
beneficial  activities. 

Finally,  the  Administration  must  take 
action  to  enhance  the  availability  of  capital 
for  defense  diversification  projects.  Lack 
of  financing  has  been  an  impediment  to 
defense  firms  as  they  seek  to  enter 
commercial  markets.  As  we  saw  earlier, 
this  flnancing  dilemma  has  a  variety  of 
causes,  including  an  economy-wide  credit 
crunch,  declines  in  venture  capital  support 
for  start-ups,  and  investors'  general 
pessimism  regarding  the  prospects  for 
defense  conversion.  Faced  with  these 
obstacles,  some  observers  have  suggested 
that  Washington  provide  direct  financing 
for  conversion  projects.  Another  proposal 
recently  considered  by  Congress  called  for 
creation  of  a  small  business  loan  program 
administered  under  the  TRP.  The 
FY1994  Defense  Authorization  bill  also 
includes  limited  funding  for  small- 
business  loans. 

These  well-intentioned  efforts  are 
unlikely  to  be  effective.  With  respect  to 
the  notion  of  a  TRP  loan  guarantee 
program,  ARPA's  lack  of  experience  in 
this  area  is  particularly  worrisome.  ARPA 
has    proven    uncommonly   effective    in 


supporting  innovative  R&D;  it  has  no 
proven  track  record  in  making  loans  to 
businesses.  In  general,  Washington  has  a 
poor  record  in  targeting  investments  to 
individual  companies. 

A  far  more  effective  approach  would 
be  to  create  a  privately-run  Fund  for 
Defense  Conversion  (FDC),  which  would 
"privatize"  parts  of  the  TRP.  The  FDC 
would  be  organized  as  a  coalition  of 
venture  capital  outfits  with  the  U.S. 
government  as  the  initial  investor.  The 
FDC  would  extend  capital  on  favorable 
terms— through  low-interest,  long-term 
loans  or  loan  guarantees—to  private  firms 
seeking  to  convert  all  or  part  of  their 
defense  activity  to  non-defense 
applications.  Private  firms  would  be 
responsible  for  determining  the  potential 
activities  to  be  funded,  initiating  the 
application,  and,  if  it  is  approved, 
investing  their  own  stake  (for  example, 
one-third  of  the  total  cost)  and 
implementing  the  project. 

The  FDC  should  not  be  administered 
by  a  single  centralized  institution  based  in 
Washington.  Financing  will  work  more 
effectively  if  the  process  is  decentralized. 
The  best  approach  entails  competition  by 
private  venture  capital  outfits,  public- 
private  partnerships  and  other  institutions. 
Winners  of  this  competition  would  then 
be  authorized  to  provide  federally- 
guaranteed  loans  to  worthy  conversion 
projects. 

Shifting  this  responsibility  to  the 
private  sector  offers  many  benefits.  The 
limited  availability  of  public  funds  makes 
it  imperative  that  those  monies  are  spent 
wisely.  Washington's  expertise  docs  not 
extend  into  the  realm  of  deciding  which 
firms  can  succeed.  At  the  same  time, 
political  Actors  introduce  uncertainty  into 
the  appropriations  process,  and  often 
result  in  the  maintenance  of  projects  after 
they  have  outlived  their  utility.  Given 
these  realities,  government  agencies  cannot 
micro-manage    the    financing    process. 
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Such  decisions  are  best  left  to  private 
sector  entities. 

Models  for  this  type  of  activity  already 
exist.  There  are  a  number  of  venture 
capital  firms  that  have  taken  an  active  role 
in  financing  conversion  initiatives  by  small 
defense  contractors  or  divisions  of  major 
contractors.  These  firms  could  serve  as 
models  for  groups  seeking  to  invest  FDC 
funds.  Since  the  Corporation  represents  a 
major  shift  in  policy,  the  Administration 
might  first  consider  the  FDC  as  a  pilot 
project  or  a  component  of  existing 
programs,  such  as  those  operated  by  the 
Small  Business  Administration.  Based  on 
the  FDC's  early  performance,  they  could 
then  revisit  the  program  and  consider  its 
expansion. 

Conclusions 

Existing  business  conversion 
programs  at  all  levels  of 
government  represent  a  sea  change 
from  the  "hands-ofF'  attitudes  of 
the  past.  Yet,  these  programs  offer  only  a 
partial  solution  at  best.  By  neglecting  a 
key  part  of  the  conversion  puzzle — 
financing — current  programs  help  spur 
commercial  R&D  but  do  not  provide 
support  for  bringing  these  innovations  to 
market.  Without  such  financing  in  place, 
business  conversion  is  doomed  to  failure. 

Fortimately,  the  creation  of  financing 
mechanisms  does  not  require  massive 
funding  or  new  government  bureaucracies. 
By  leveraging  private  funds  and  utilizing 
existing  financing  institutions,  we  can 
create  new  forms  of  public-private 
pannerships  that  create  new  jobs  and  new 
companies.  Such  new  partnerships  will 
allow  us  to  turn  the  defense  conversion 
challenge  into  an  unprecedented 
opportunity   for   economic   prosperity. 
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Mr.  Chairman,  and  Members  of  the  Committee,  thank  you  for  inviting  the  Corporation  for 
Enterprise  Development  here  today  to  share  our  thoughts  and  experiences  on  the  credit  needs 
of  emerging  entrepreneurs  and  high-technology  small  businesses.    I  would  like  to  begin  by 
describing  the  background  and  perspectives  that  both  the  Corporation  for  Enterprise 
Development  and  I  bring  to  this  issue  to  provide  a  context  for  my  remarks.    I  will  then  offer 
a  series  of  guiding  principles  for  the  design  of  development  finance  institutions  which 
directly  address  the  questions  posed  by  the  Subcommittee  for  discussion  at  this  hearing. 

The  Corporation  for  Enterprise  Development  (CFED)  is  a  private,  nonprofit  organization 
whose  mission  is  to  promote  economic  competitiveness  and  opportunity  for  all,  but 
particularly  for  low-income  people  and  communities.   We  focus  on  the  design  of  policy  and 
practice  in  the  areas  of  economic  development,  human  investment  and  governance.    Our 
experience  with  high  technology  entrepreneurs  and  their  businesses  arises  out  of  our  work  in 
the  economic  competitiveness,  which  is  driven  by  our  annual  publication  of  the  Development 
Report  Card  for  the  States.   The  Development  Report  Card  presents  over  fifty  economic 
indicators  on  every  state  for  a  five  year  period  which  are  organized  to  provide  benchmarks  in 
three  key  areas:    economic  performance;  business  vitality;  and  development  capacity.   The 
business  vitality  index  looks  explicitly  at  the  health  of  each  state's  business  base  in  terms  of 
competitiveness,  entrepreneurial  capacity  and  structural  diversity.   The  development  capacity 
index  measures  each  state's  capacity  for  future  growth  in  terms  of  human,  financial,  and 
technological  resources.    In  1993,  CFED  added  a  special  update  to  the  Report  Card,  at  the 
request  of  our  readers,  of  two  and  five-year  trends  in  technology  resources  to  reveal  which 
states  were  improving  in  this  key  determinant  of  economic  success. 

CFED's  experience  with  technology-related  programs  through  The  Development  Report  Card 
has  been  complemented  by  the  delivery  of  direct  services  to  cities  and  states  in  the  design, 
implementation  and  evaluation  of  financial  and  technical  assistance  programs  for  technology- 
based  businesses.    CFED  had  a  primary  role  in  introducing  the  phenomenon  of  flexible 
manufacturing  networks  to  U.S.  policymakers  as  a  powerful  tool  for  moving  business  culture 
and  practice  to  the  global  norm.    We  have  worked  at  the  state  level  to  create  a  foundation  of 
policy  that  can  support  politically  viable  programs  to  promote  manufacturing  modernization 
and  technological  innovation  by  identifying  best  practices  in  the  field.   To  this  organizational 
capacity,  I  bring  nine  years  working  directly  with  small  businesses  to  structure  public  and 
private  financing  which  will  enable  these  companies  to  grow  in  a  financially  healthy  manner. 
For  the  last  five  years,  I  conducted  a  national  program  to  train  small  business  owners  in 
finance,  on  the  realization  that  most  business  owners  go  into  business  because  they  love  to  do 
what  their  businesses  do,  not  because  they  enjoy,  or  even  understand,  finance.    However,  if 
their  businesses  are  to  survive,  they  must  learn  the  basic  principles  of  financial  management. 
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It  is  on  the  basis  of  all  this  collective  experience  that  CFED  offers  the  following  guiding 
principles  for  the  design  of  development  finance  institutions: 

■  While  the  capital  markets  operate  on  an  international  basis,  many  of  the  capital 

gaps  facing  small  businesses  are  local  in  nature. 

State  and  local  economic  development  professionals  have  cited  the  geographic 
inequities  in  the  availability  of  venture  capital  for  start-up  businesses  for  almost  a 
decade.    CFED  had  conducted  numerous  audits  of  banking  practices  throughout  the 
country  which  identifies  key  differences  in  lending  patterns  to  small  businesses  on 
both  a  state  and  regional  basis.   The  Development  Report  Card  identifies  major 
disparities  in  the  resources  available  at  the  state  level  to  assist  small  and  technology- 
related  businesses.    Economic  development  professionals  who  structure  financing  for 
small  businesses  using  federal  economic  development  financing  tools  know  the  wide 
discretion  exercised  by  state  and  local  offices  of  the  federal  agencies  in  the 
interpretation  of  program  policies,  and  the  impact  of  this  discretion  in  expanding  or 
constraining  the  capital  available  to  small  businesses. 

This  reality  speaks  to  the  need  for  any  new  development  finance  program  targeted  to 
emerging  entrepreneurs  and  high-technology  small  businesses  to  be  flexible  enough  in 
its  implementation  so  that  it  can  fill  the  specific  capital  gaps  experienced  by  these 
businesses  in  a  particular  state  or  region.   The  delivery  of  financing  should  be 
organized  on  the  local  level  with  the  federal  government  developing  standards  based 
on  specific  policy  goals  to  guide  the  allocation  of  funding  and  the  evaluation  of  the 
performance  of  the  local  financial  institutions. 


Addressing  the  credit  needs  of  emerging  entrepreneurs  and  high-technology  small 
businesses  cannot  be  separated  from  the  need  to  enhance  entrepreneurial  capacity. 

Financing  programs  to  this  market  will  not  succeed  if  they  offer  financing  assistance 
alone;  we  have  learned  this  lesson  from  sources  as  diverse  as  venture  capitalists  and 
microenterprise  practitioners.    Effective  and  financially  viable  programs  must  combine 
high  quality,  customized  and  long-term  technical  assistance  services  before,  during 
and  after  the  financing  process.   The  federal  government  should  provide  incentives  for 
the  creation  of  partnerships  between  the  state  programs  which  promote  technology 
transfer  and  provide  manufacturing  modernization  services  and  any  new  financing 
entity  so  we  can  build  on  the  existing  capacity  that  already  exists  in  the  field. 
However,  in  states  where  this  capacity  does  not  exist  (and  there  are  many,  given  the 
unevenness  of  development  capacity  in  this  country),  there  needs  to  be  adequate 
funding  for  the  provision  of  technical  assistance. 
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Efforts  to  coordinate  or  consolidate  the  delivery  of  federal  programs  for  high- 
technology  businesses  and  entrepreneurs  must  be  paralleled  by  efforts  to  create 
integrated  service  delivery  systems  at  the  local  level. 

An  entrepreneur's  point  of  entry  into  the  vast  economic  development  financing  system 
is  almost  always  through  a  local  economic  development  professional  or  organization. 
Unfortunately,  the  local  economic  development  delivery  system  is  often  as  fragmented 
and  confusing  as  the  system  that  exists  at  the  federal  level.    CFED  recently  completed 
a  nine  month  study  for  the  Pennsylvania  Department  of  Commerce  of  the  local 
delivery  system  for  economic  development  services  which  was  commissioned  out  of 
an  awareness  by  the  Department  that  their  ability  to  provide  quality  services  to 
Pennsylvania  companies  was  directly  dependent  on  the  quality  of  the  services 
provided  at  the  local  level.    A  significant  factor  in  the  fragmentation  of  services  at  the 
local  level  is  the  lack  of  coordination  of  economic  development  financing  programs  at 
the  federal  level;  when  an  agency  designs  a  new  program,  it  often  creates  a  new 
delivery  mechanism  at  the  local  level,  rather  than  identifying  existing  economic 
development  organizations  which  could  expand  their  functions  to  fulfill  new  roles. 

Thus,  while  it  is  essential  that  the  federal  government  seeks  to  coordinate  the 
missions,  administration  and  delivery  of  all  its  programs  which  serve  high-technology 
companies,  it  should  use  the  opportunity  to  also  encourage  the  rationalization  of  local 
service  delivery.    It  is  only  through  this  coordinated  approach  that  we  can  begin  to 
develop  the  type  of  customer-driven  economic  development  delivery  system  that  will 
yield  the  greatest  benefits  and  efficiencies  in  promoting  economic  competitiveness. 

There  is  a  fundamental  contradiction  in  the  idea  of  the  federal  government  having  a 
true  equity  stake  in  a  privately  held  company. 

Venture  and  seed  capitalists  who  invest  in  the  early  stages  of  a  company's 
development  are  high  risk  investors  with  little,  if  any,  traditional  type  of  security  or 
collateral  backing  their  investments.   They  succeed  by  seeking  high  enough  rates  of 
return  for  their  investments  so  that  a  few  winners  can  balance  out  many  losers.    In  the 
words  of  a  well-known  private  venture  capitalist:    "The  lemons  always  ripen  before 
the  peaches."   The  actual  security  for  their  investments  is  control,  which  means  that 
the  seed  or  venture  capitalist  is  prepared  to  step  in  and  manage  a  company  if  it  is  not 
meeting  the  investor's  expectations.    Herein  lies  the  problem  for  the  public  sector  if  it 
chooses  to  make  equity  investments:    no  one,  least  of  all  the  government,  wants  to 
see  the  public  sector  in  a  direct  management  role  in  a  privately  held  company.    All 
our  experience  over  the  past  decade  with  publicly  capitalized  venture  capital  programs 
has  underscored  the  truth  of  this  lesson. 

This  does  not  mean  that  if  the  federal  government  provides  high  risk  investment 
capital  that  it  should  not  be  compensated  for  bearing  this  level  of  risk.    However,  the 
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government  should  use  financial  instruments  such  as  subordinated  debt,  financial 
participations  or  royalty  financing  which  provide  for  upside  return  without  the 
obligation  to  assume  an  ownership  role  in  the  venture. 


New  benchmarks  for  measuring  success  must  be  created  to  fairly  evaluate  the 
performance  of  a  technology-driven  program. 

The  single  measure  used  by  almost  all  federal  agencies  in  gauging  the  success  of 
economic  development  financing  programs  is  the  number  of  jobs  created  through  a 
specific  investment.   While  this  measure  should  be  one  of  the  standards  used  to 
evaluate  the  impact  and  efficiency  of  a  program  to  finance  technology  businesses,  it 
does  not  address  the  realities  inherent  in  financing  and  assisting  a  technology  and/or 
emerging  business.    In  many  cases,  existing  businesses  which  are  modernizing  to 
become  globally  competitive  may  actually  lose  jobs  in  the  short-term  as  a  means  to 
survive  into  the  long-term.   Secondly,  supporting  an  emerging  technology  business  is 
a  long-term  process  which  may  not  show  results  in  terms  of  jobs  created  for  several 
years;  in  fact,  hiring  people  too  early  may  actually  jeopardize  the  viability  of  the 
company,  rather  than  be  a  sign  of  success. 

Thus,  the  federal  government  must  create  new  benchmarks  which  can  track  and 
evaluate  other  benefits  of  supporting  high  technology  businesses  which  are  consistent 
with  the  nature  of  the  businesses  and  the  types  of  services  provided.    Fortunately, 
there  is  ample  experience  to  draw  upon  from  states  such  as  Pennsylvania,  Ohio,  Utah, 
or  Oregon  which  have  pioneered  in  the  creation  of  benchmarks  and  performance 
standards  in  this  area. 

This  completes  my  remarks  for  today.    I  would  be  happy  to  answer  any  questions. 
Thank  you. 
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Mr.  Chairman  and  Members  of  the  Subcommittee: 

I  am  Peter  McNeish,  and  I  am  the  President  of  the  National  Association  of 
Small  Business  Investment  Companies,  which  is  the  national  trade 
association  for  the  SBIC  industry. 

I  appreciate  the  opportunity  to  testify  today  on  the  issue  of  small  high- 
technology  companies'  access  to  capital  and  the  important  role  SBICs  play 
in  that  market. 

In  the  interest  of  time,  a  text  of  my  complete  statement  has  been 
submitted  for  the  record,  and  I  will  cover  only  the  major  points  in  my 
verbal   testimony. 


Summary 

I'd  like  to  cover  four  major  points  today: 

1 .  SBICs  have  made  significant  investments  in  new  technologies,  and 
they  have  the  experience  to  select  and  fund  high-technology 
companies  that  will  create  the  critically  important  products   of 
the  future. 

2.  SBICs  have  been  highly  successful  at  creating  jobs. 

3.  SBIC  investments  have  generated  substantial  new  tax  revenues. 

4.  The  newly  re-structured  SBIC  program  will   materially  increase 
SBIC  investments  in  technology. 

SBIC    Investments    in    Technology 

The  experience  of  our  industry  tells  me  that  a  significant  majority  of 
innovative  breakthroughs  in  high-technology  are  developed  by  small 

-  2  - 
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growth  firms,  not  big  business.    These  are  the  entrepreneurs  who  can  move 
quickly  to  develop  new  products  and  exploit  market  niches  far  faster  than 
large  companies  that  are  burdened  by  bureaucracy  and  layers  of 
management. 

The  SBIC  industry's  track  record  in  providing  long-term  patient  capital  for 
these  innovative  growth  companies  is  impressive,  even  without  special 
incentives  to  invest  in  high-tech  industries.     On  average  over  the  past  five 
years,  some  20%  of  all  SBIC  invested  dollars  and  23%  of  the  number  of 
SBIC  investments  have  been  in  the  categories  defined  by  the  federal 
government  as  "national   critical   technologies." 

To  emphasize  this  point,  I've  submitted  supplemental  items  with  my 
testimony. 

The  first,  which  provides  a  good  example  of  one  SBIC's  high-technology 
portfolio,  is  a  letter  from  Norwest  Venture  Partners,  an  SBIC  located  in 
Minneapolis,  MN  which  was  submitted  for  a  Senate  hearing  earlier  this 
year.     As  the  letter  points  out,  over  two-thirds  of  their  SBIC's 
investments  over  the  past  30-years  have  been  in  high-technology 
industries,  and  their  investments  were  crucial  to  the  survival  and 
development  of  those  companies.     His  letter  describes  eight  (8)  specific 
investments  their  SBIC  has  made  in  outstanding  technology-based  small 
businesses  in  such  fields  as  biotechnology,  nuclear  waste,  technological 
medical  products,  satellite  rockets  and  computers.     As  the  facts  indicate, 
these  investments  have  produced  enormous  benefits  to  the  economy  in 
terms  of  both  technological  advances  and  employment. 

The  second  is  a  short-list  of  some  15  high-tech  companies  in  which  SBICs 
have  made  investments  that  have  become  star  performers  in  their  fields. 
These  companies  are  engaged  in  a  series  of  different  technologies  such  as 
fiber   optics,    integrated   circuits,    biotechnology,   satellite   transmissions 
and  super  computers.    And,  they  include  such  leading  companies  as  Intel 
Corp.,  Compaq  Computer  Corp.,  Symbol  Technologies,  Inc.,  Orbital  Sciences 
Corp.  and  Apple  Computer. 


171 


The  third  item  is  a  list  drawn  from  a  compilation  of  investments  made  by 
a  small  group  of  SBICs  that  we  put  together  in  1991   for  totally  different 
reasons.     This  listing  includes  SBIC  investments  in  65  small  companies 
engaged  in  a  wide  spectrum  of  advanced  technologies,  and  should  provide 
the  Committee  with  a  feel  for  the  broad  scope  and  diversity  of  technology 
investments  that  SBICs  make. 

In  summary,  these  materials  will  give  the  Committee  solid  evidence  that 
SBICs  have  been  substantial  players  in  making  investments  in  high  risk 
technology  ventures. 


Job    creation 

SBIC  investments  in  small  growth  companies  have  also  been  a  major 
factor  in  the  job  creation  process,  and  many  of  these  new  jobs  have  been 
created   in   high-technology  industries. 

Over  the  past  three  decades  SBICs  have  invested  $9.1  billion  in  over 
83,300  small  businesses,  and  we  have  recently  completed  a  study  of  the 
job  creation  impact  of  these  investments. 

The  findings  are  quite  striking.     In  summary,  SBIC  investments  have 
produced  an  outstanding  record  of  cost-efficient  job  creation: 

One  new  job  Is  created  for  every  SBIC  investment  of  $17,000. 

The  government's  portion  of  that  investment  is  $6,500. 

•      The  government's  actual  cost  to  create  a  new  job,  based  on  the 
historical  subsidy  rate  for  the  SBIC  program,  is  only  $875. 

I  have  enclosed  a  copy  of  our  study  on  job  creation  for  the  record. 


4  - 


172 


New   Tax   Revenues 

SBIC  investments  have  also  produced  substantial  new  tax  revenues  for  the 
federal  government.    While  we  do  not  have  a  tally  of  the  total  new  tax 
income  produced  by  the  program,  we  have  assembled  data  that  more  than 
tells  the  story. 

I  have  enclosed  for  the  record  a  compilation  of  information  on  twenty-five 
(25)  of  the  leading  SBIC  investments.     As  this  listing  indicates,  these 
companies  alone  have  produced  over  $4.0  billion  in  new  tax  revenues  for 
the  federal  government.     This  amount  of  federal  income  far  exceeds  all  of 
the  losses  the  program  has  incurred  over  its  thirty-five  year  history. 

Clearly,  the  SBIC  program  has  been  a  win-win  investment  for  the 
government. 


The    Newly    Re-Structured    SBIC    Program 

Finally,  Mr.  Chairman,  I  would  like  to  mention  the  major  improvements  to 
the  SBIC  program  achieved  through  legislation  enacted  by  Congress  last 
year.    The  Small  Business  Equity  Enhancement  Act  of  1992  made 
significant  changes  to  re-structure  and  improve  the  SBIC  program. 

I  won't  go  into  the  details  of  those  changes,  except  to  say  that  the  new 
SBIC  program  is  now  a  much  more  attractive  vehicle  for  venture  investing 
and  will  automatically  encourage  greater  investment  in  early-stage  high- 
technology  companies. 

With  the  regulations  governing  this  exciting  new  program  nearly  complete, 
literally  hundreds  of  highly  qualified  groups  are  considering  the  formation 
of  new  SBICs  and  numerous  institutional  and  other  private  investors  are 
poised  to  invest  hundreds  of  millions  of  dollars  into  the  program.     Based 
on  the  evidence  of  interest  in  the  program,  our  projections  are  that  some 
200  new  SBICs  could  be  licensed  over  the  next  two  years,  with  an  average 
private  capital  of  $10  million.     That  would  mean  some  $2.0  billion  of  new 
private  capital  could  flow  into  the  program.    When  you  add  in  SBA 
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guaranteed  leverage,  we're  talking  about  a  renewed  SBIC  Industry  with 
gross  assets  available  for  investment  in  small  business  in  the  range  of 
$4.0   billion. 

The  re-structured  SBIC  program  will  be  a  very  Important  source  of  long- 
term  capital  for  small,  emerging  technology  companies.     The  program  has 
been  redesigned  to  provide  exactly  the  kind  of  capital  technology 
companies  need  -  patient  capital  in  the  form  of  equity  investments. 

The  new  program  will  re-direct  patient  capital  to  start-ups  and 
companies  developing  new  technologies.    When  this  development  is  coupled 
with  the  pending  increase  in  the  size  standard  for  qualified  SBIC 
investments,  the  new  program  should  significantly  increase  the  overall 
percentage  of  SBIC  investments  in  a  variety  of  technology-based 
industries. 


Conclusion 

Thank  you  for  the  opportunity  to  testify  today. 

I  will  be  pleased  to  answer  any  questions  the  Subcommittee  may  have. 
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Mo/v«sr  Vamun  Capita/  Mtnmgtmtn.  inc. 
vEA/TLVte  CtPfOu.  2900  Piptf  Jailray  Tower 

222  South  Ninth  Street 
UinneapoBs.  Uiiwesota.  55402-3388 
Bus:  &W  667-1 6S0 
Fax:  S72/6S7-;660 


Jun«7,  1993 


Honorable  Data  Bumpers,  Quirman 
Committte  on  Small  B>jsine<s 
Unhad  States  Senate 
SR-428A  Russed  Senate  Office  BuiidinQ 
Washineton.  D.  C.    20510-6350 


Dear  Senator  Bumpers: 

I  am  a  partner  of  Norwest  Venture  Capital,  one  of  itie  largest  Small  Business 
Invesiment  Companies  in  the  United  States. 

It  has  come  to  my  attention  that  leflistation  is  being  considered  by  tbe  Senate  (S.4) 
that  would  establish  a  new  government  sponsored  private  investment  program, 
administered  by  the  Commerce  Department,  to  help  stimulate  investment  in  high 
technology  industries.  The  nation  of  an  investmem  program  to  support  high 
technology  is  laudable,  since  it  is  well  understood  that  high  technology  businesses 
advance  the  productivity  of  the  nation  and  provide  high  paying  jobs  to  its  employees. 
However,  a  new  government  program  is  ngj  needed  because  if  already  has  a  high 
technology  investment  program,  the  Small  Business  Investment  Company  (SBIC) 
program  under  the  Small  Business  Admirustration.  The  purpose  of  my  comments  to 
the  Comminee  is  to  demonstrate  that  the  SBIC  program,  through  partidpants  such  as 
Norwest  Venture  Capital,  has  been  effective  in  stimulating  investment  in  high 
technology  for  over  30  years. 

Norwest  Venture  Capital  was  founded  in  Minneapolis,  MN  in  1961  with  *2.0  million 
in  capital  as  a  new  licensee  in  the  SBIC  program.  Since  then,  Norwest  has  invested 
over  3300  million  in  over  250  businesses.  Today  it  manages  three  SBlCs  and  has 
offices  in  Boston,  MA  and  Menlo  Parte.  CA  in  addition  to  its  headquarters  in 
Minneapolis.  The  investment  focus  of  Norwesx  over  the  years  has  been  heavily 
weighted  toward  high  technology  businesses.  Over  two-thirds  of  our  investment 
dollars  have  been  invested  in  companies  in  the  computer  hardware,  computer 
software,  medical  products  and  services,  environmental,  teiecommunicaTions  and 
space  exploration  and  other  high  technology  industries.  Most  of  these  investments 
were  at  very  early  stages  in  the  companies'  histories  and  were  crudai  to  the 
companies'  survival  and  davetopment.   Several  brief  examples  follow: 

National  Computer  Systems.  Minneapolis.  MN.  Initial  investmem  in 
1965.  This  comparry  provides  computer-based  products  used 
primarily  in  educational  related  applications.  It  had  revenues  in  excess 
of  )300  million  in  1992  and  employs  over  3,000  people. 
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Cray  Research.  Inc.,  Minneapolis.  MN.  Initiai  'nvestmem  in  1972. 
This  company  is  a  tegend  in  the  computer  industry  and  is  the 
dominant  manufacturer  of  supercomputers  in  the  world.  Whh 
revenues  of  over  $797  million  in  1992.  Cray  employs  over  S.400 
people. 

Network  Systems  Corporsdon,  Minneapoiis,  MN.  Initial  invesanent  in 
1974.  NSC  was  a  stan-up  company  in  1974  developing  computer 
networkir^  products.  The  company  had  1992  revenues  of  9219 
minian  and  employs  over  1 ,350  people. 

MGl  Pharma.  Minneapolis,  MN.  Initial  investment  in  1 980.  Norwest 
financed  the  stan-up  of  this  biotechnology  company  founded  by  two 
scientists  from  the  University  of  Minnesota.  Today  it  is  a  successful 
publidy-held  company. 

Pacific  Nudear  Systems,  Inc..  Seattle,  WA.  Initial  investment  1 983. 
This  company  provides  products  and  services  to  ensure  the  proper 
handling  of  nuclear  waste.  Pacific  Nudear  is  publidy-held,  had  1992 
revenues  of  $69  miifion,  and  employs  475  people. 

Orbital  Sdences  Corporation,  Vienna.  VA.  Initial  investment  in  1 983. 
OSC  produces  special  purpose  rodcets  used  in  launching  satellitas  and 
provides  related  services.  It  recognized  very  early  the  opportunities  in 
the  private  sector  for  space  exploration.  Orbital  is  a  publidy-held 
company  with  1992  revenues  of  9174  million  and  employs  over 
1,165  people. 

Curative  Technologies,  Setauket.  NY.  initial  investment  in  1986. 
The  company's  product  is  a  topical  dressing  formed  from  a  patient's 
own  blood  that  can  treat  chronic,  non-healing  wounds.  It  is  based  on 
a  technology  from  the  UniversiiY  of  Minnesota.  Today  CTI  operates 
over  40  wound  healing  earners  using  its  producx.  The  company  had 
revenues  in  1992  of  922  million  and  employs  197  people. 

PeopleSoft.  Inc.  Walnut  C/eek,  CA.  Initial  investment  in  1 990.  This 
company  provides  sophisticated  computer  software  thai  allows 
human  resource  departments  to  function  much  more  effidentty. 
PeopleSoft  had  revenues  in  1992  of  931.5  million  and  empkiys 
approximately  188  people. 

This  shouW  give  you  a  sense  of  the  Tvpes  of  technology-based  businesses  in  which 
Norwest  invests  and  some  of  the  benefits  to  the  economy  and  sodaty  from 
successful  technology  business  developmem. 
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You  should  atso  be  aware  that  the  Equity  Enhaneamant  Act  of  1992  wil  strengthen 
the  SBIC  industry  and  in  particular  the  new  form  of  funtfng  wiH  make  the  prooram 
more  conducive  to  earty  stage  technology  business  investment. 

It  seems  obvious  to  me  that  any  additional  measures  to  stimulate  tachf>otogy 
investment  should  be  done  within  the  SBIC  program.  Efforts  to  create  a  separate 
technology  investment  vehicle  would  ba  dupDcaiive  and  counterproductive. 


Respectfutty  yours, 
lORWEST  VENTURE  CAPIT; 


JPWOOOIS 
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Tgghnology  Comnflnv  Investments  hv  SRICs 

(Sample  of  Recent  Investments) 

Advanced  Polymer  Systems,  Inc.  —  Develops  and  markets  polymer-based  delivery  systems 
for  the  controlled  release  of  active  ingredients  and  therapeutic  agents. 

Agripro  Biosciences,  Inc.  —  Grain  crop  seed  hybridization  technology  based  upon  induction 
of  asexual  male  sterility. 

Alamo  Technology,  Inc.  —  Electronics  engineering  specializing  in  aero  space  and  weapon 
systems. 

Applied  Extrusion  Technologies,  Inc.  —  Manufacturer  of  specialty  polyetheylene  and 
polypropylene  products. 

Applied  Intelligent  Systems  —  Designer  and  manufacturer  of  parallel  processors  for  machine 
vision  industry. 

Applied  Spectrum  Inc.  —  Manufacturer  and  marketer  of  telephone  security  and  data/voice 
multi-plexers  and  other  telecommunications  equipment. 

Astro  Metallurgical  —  Manufacturer  of  fabricated  and  wire  products  made  of  titanium  and 
other  specialty  alloys. 

Automation  Intelligence,  Inc.  —  Designs  and  manufactures  computer-integrated 
manufacturing  systems  products,  including  applications  of  metal  chipforming,  numerical  parts 
control  softwar,  and  computer  control  systems. 

Benzing  Technologies,  Inc.  —  Develops,  manufactures  and  markets  semiconductor 
processing  equipment  based  on  innovative  applications  of  reactive  ionized  gas  technology. 

Berkeley  Quartz  Labs  —  Designs  and  manufactures  quanzware  for  the  semi-conductor 
industry. 

Biomune,  Inc.  —  Manufactures  and  markets  biological  vaccine  products  for  the  animal  health 
and  veterinary  industry. 

Blueline,  Inc.  —  Develops,  acquires,  markets  and  licenses  IBM  and  IBM  compatible  mainframe 
productivity  enhancement  software. 

Calera  Recognition  Systems  —  Develops  optical  character  recognition  systems  which  scan, 
recognize,  and  process  text  in  omni-font  character  recognition.  Applications  include  building  of 
CD-ROM  databases,  image  management;  and  information  archival  and  retrieval. 

Ceramic  Research  —  Manufactures  new,  state-of-the-art  composite  materials. 

CONFIDENTIAL  —  Manufacturer  of  high  quality  specialty  acrylics  for  medical,  aerospace,  and 
electronics  applications. 

Credence  Systems  Corporation  —  Manufacturer  of  application-specific  integrated  circuits, 
programmable  logic  devices,  and  micro  controllers  and  chip  sets. 

DataAVare  Development  —  Produces  test  equipment  and  interfaces  for  input/output  channels, 
and  optical  disk  storage  systems  for  IBM  and  IBM  compatible  mainframes. 
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DET  Holdings  Corporation  —  Manufacturer  and  marketer  of  equipment  for  producing 
compound  semiconductor  wafers. 

Dynaco  Corporation  —  Manufactures  advanced,  fine-line  flexible  printed  circuits. 

Electronic  Designs,  Inc.  —  Produces  high-density,  high-reliability  Static  Random  Access 
Memory  circuits. 

Emerging  Technology,  Inc.  —  Developer  and  marketer  of  word  processing  software  for 
microcomputers. 

Extrel  Corporation  —  Manufacturer  and  marketer  of  analytical  mass  spectrometers,  which 
measure  the  chemical  elements  and  compounds  in  substances,  and  specialized  high  performance 
magnetic  and  surface  science  instrumentation. 

Flightline  Electronics  —  Designer  and  manufacturer  of  instruments  utilized  in  submarine 
detection,  guidance  and  airborne  testing  systems. 

Gilead  Sciences  —  Designer  and  manufacturer  of  a  new  class  of  human  therapeutics  utilizing  a 
technology  known  as  "genetic  code  blockers"  which  block  a  disease  at  the  DNA  or  RNA  level. 
Gilead's  development  program  is  focused  on  drugs  for  cardio- vascular  disease,  viral  infections  and 
cancer. 

Hancock  Software,  Inc.  —  Produces  system  utility  software  for  VAXA'MS  computers. 

Infortext  Systems,  Inc.  —  Designs,  manufactures  and  markets  a  line  of  microprocessor  based 
copier  control  call  accounting  and  tele-communications  management  systems. 

Intec  Corp.  —  Manufactures  the  most  technologically  advanced  laser-based  inspection  and 
process  control  systems  available  to  the  plastic,  steel,  paper  and  other  continuous  material 
industries. 

IXYS  Corporation  —  Develops,  manufactures  and  markets  high  voltage  integrated  circuits  for 
the  power  conversion  and  motion  control  markets.  These  devices  combine  digital  or  linear  logic 
with  hgih  voltage  or  high  current  switching  capacity  in  a  hybrid  or  monolithic  package. 

J-TEC  Associates,  Inc.  —  A  full  service  electronics  design  and  manufacturer  with  capabilities 
ranging  from  board  design  and  stuffing  to  the  design  and  manufacture  of  integrated  circuitry. 

LatroMed  Incorporated  —  Develops  systems  and  products  for  tissue  growth  stimulation 
through  electro-magnetic  ion  migration. 

Membrex,  Inc.  —  Produces  high  performance  ultrafiltration  membranes. 

Micro  Linear  Corporation  —  Develops  linear  circuit  designs  that  combine  software  tools  with 
a  full  range  of  process  technologies  to  create  a  family  of  customized  linear  and  linear/digital  LSI 
products  for  systems  designers  in  such  fields  as  data  conversion,  telecommunications  and 
computer  peripherals.  Micro  Linear  also  provides  custom  chip  development  and  manufacturing  for 
the  semiconductor  industry. 

Micro-Precision  Tech,  Inc.  —  Designer  and  manufacturer  of  microelectronic  circuits  and 
products. 
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Microdynamics,  Inc.  —  Specializes  in  microprocessor  based  production  design  technology. 

MicroTouch  Systems,  Inc.  —  Manufactures  touch-sensitive  screens,  monitors  and  peripheral 
devices  for  personal  computers. 

Netcor,  Inc.  —  Manufacturer  of  on-line  connectivity  systems  which  interface  computer  and 
communicatons  products  in  enterprise  networks. 

Netlink,  Inc.  —  Manufacturer  and  distributor  of  SNA  data  communications  controllers. 

Nonvolatile  Electronics,  Inc.  —  Produces  nonvolatile  memory  device  technology  products 

Norian  Corporation  —  Develops  bio  materials  such  as  unique  formulations  of  calcium 
phosphate  minerals  to  be  used  as  therapeutic  bone  substitutes  in  orthopedic  and  dental  applications. 

Numonics  Corporation  —  Manufacturer  and  marketer  of  electronic  and  electro-  mechanical 
digitizers  and  plotters. 

Peak  Systems,  Inc.  —  Produces  rapid  thermal  (chemical  vapor)  processing  systems 
specifically  designed  for  the  high-volume  semiconductor  manufacturing  market  as  semiconductor 
geometries  shrink. 

Performance  Controls,  Inc.  —  Designs  and  manufactures  high-performance  electronic  servo- 
amplifiers,  which  provide  precise  electrical  controls  used  in  aerospace,  defense,  and  industrial 
applications. 

Performance  Semiconductor  Corporation  —  Develops,  manufactures  and  markets  high- 
performance  static  memories,  logic  and  microprocessor  components  for  the  military,  computer  and 
telecommunications  markets. 

Photometries,  Ltd.  —  Manufactures  high  resolution  CCDs,  cameras,  and  digital  processing 
systems  serving  the  scientific  and  medical  diagnostic  industries. 

Promega  Corporation  —  Manufactures  molecular  biological  and  probe/diagnostic  products. 

Pulse  Engineering  —  Designs  and  produces  electronic  components,  including  pulse 
transformers,  delay  lines,  switcher  magnetics,  filters,  and  microcircuit  subassemblies. 

Rocky  Mountain  Inst.  Co.  —  Manufacturer  of  high-tech  optical  components,  assemblies,  and 
coatings. 

Rugged  Digital  Systems,  Inc.  —  Manufactures  ruggedized  computers  for  use  under  severe 
environmental  conditions. 

S.I.  Tech  —  Manufacturer  and  marketer  of  fiber  optic  modems,  multiplexers,  and  transmitters. 

Suprex  Corp.  —  Manufactures  supercritical  fluid  chromatography  and  extraction  systems. 

SyQuest  Technology  —  Manufactures  removable  Winchester  hard  disk  drives  and  cartridges. 

TA  Instruments,  Inc.  —  Developer,  designer  and  manufacturer  of  thermal  analysis 
instruments. 

Tartan  Laboratories,  Inc.  —  Designer  and  marketer  of  computer  compilers. 
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Thermoscan,  Inc.  —  Developer,  manufacturer  and  distributor  of  patented  infrared  tympanic 
thermometers  for  measuring  human  body  temperature. 

Topometrix  Corporation  —  Manufactures  advanced  scanning  probe  microscopy  for 
commercial  and  scientific  applications. 

Traveling  Software,  Inc.  —  Designs  and  manufactures  laptop  computer  software,  hardware 
and  related  products. 

U.S.  Robotics,  Inc.  —  Manufactures  robotics  modems. 

Veeco  Instruments,  Inc.  —  Producer  of  a  broad  line  of  quality  control  test  instrumentation  for 
apphcations  in  semiconductor  production,  aerospace  and  optics  manufacturing,  material  research 
and  high  energy  physics. 

Vicom  Systems,  Inc.  —  Designs  and  produces  image  processing  equipment  and  systems. 

Viewlogic  Systems,  Inc.  —  Develops  computer  aided  engineering  software. 

Vivid  Technology,  Inc.  —  Manufactures  X-ray  security  systems  to  identify  plastic  explosives 
and  other  terrorist  devices. 

Voicetek  Corporation  —  Manufactures  interactive  voice  response  computer  hardware  and 
software. 

Voxel  Corporation  —  Produces  systems  for  holographic  medical  imaging  from  digital  data 
output  of  CAT  and  MRI  scans. 

Wavetracer  —  Manufacturer  of  parallel  processing  super  computers. 

Xinix,  Inc.  —  Manufacturer  of  sensors  and  instruments  for  various  thin-film  processes. 
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Job  Creation  and  SBICs 


A  fundamental  precept  of  President  Clinton's  economic  recovery  program  is 
investment  initiatives  to  create  jobs 

"  . .  the  only  way  to  lay  the  foundation  for  renewed  American  prosperity  is  to  spur 
investment.  New  investment  will  create  jobs,  putting  people  back  to  work  today, 
and  will  provide  the  productive  equipment  that  we  need  to  compete  in  the  global 
economy." 

President  William  J.  Clinton 
A  Vision  of  Change  for  America 
February  17,  1993 

Introduction 

Small  businesses  have  traditionally  been  the  engine  of  economic  growth.  These 
companies  comprise  over  95%  of  all  businesses  in  the  United  States.  Small 
Business  Investment  Companies  (SBICs)  provide  small  businesses  with  capital, 
strategic  advice  and  management  assistance  in  order  to  enable  these  small 
companies  to  grow  and  to  enhance  their  likelihood  of  long  term  success. 

The  Small  Business  Investment  Company  program  was  established  in  1958  to  help 
fill  the  "equity  capital  gap",  which  Congress  considered  a  serious  threat  to  the 
vitality  of  our  free  enterprise  economy.  This  program  created  a  parmership 
between  the  federal  government  and  the  private  sector  to  substantially  improve 
the  flow  of  long-term,  risk  capital  to  small  businesses. 

Under  the  program,  the  U.S.  Small  Business  Adminisiradon  (SBA)  licenses 
private  sector  corporations  and  partnerships  to  provide  financing  and 
management  assistance  to  small  businesses  in  the  U.S.  Long  term  debt  guaranteed 
by  SBA  (leverage)  is  made  available  to  SBICs  to  supplement  the  private  capital 
they  raise,  increasing  the  pool  of  funds  SBICs  can  invest  in  small  business.  An 
SBICs  private  capital  is  exposed  to  one  hundred  percent  of  any  potential  loss 
prior  to  any  risk  of  loss  to  the  federally  guaranteed  debt. 

The  SBIC  program  has  been  highly  successful  in  meeting  its  objective  of 
stimulating  economic  growth  and  creating  jobs  over  the  past  three  decades.  This 
growth  has  been  accomplished  through  SBIC  investments  of  $9.1  billion  in  over 
83,300  small  business  concerns.  These  SBIC  financings  have  resulted  in  the 
creation  of  a  substantial  number  of  permanent  jobs  during  the  35  year  history  of 
the  SBIC  program  at  a  very  low  per  job  cost  to  the  federal  government. 
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Job  Creation  by  Small  Business 

Small  business  is  the  greatest  generator  of  new  jobs  in  the  U.S.,  and  SBIC-backed 
companies  are  the  most  rapidly  growing  small  firms  in  this  sector  of  the 
economy. 

Historically,  the  number  of  new  jobs  created  by  small  businesses  significandy 
exceeds  the  number  of  jobs  created  by  large  companies.  In  normal  business 
cycles,  small  business  creates  60-65%  of  all  the  new  jobs  created  in  the  economy. i 

Between  1987  and  1992,  with  the  downsizing  of  many  large  American  businesses, 
the  job  creation  performance  of  small  business  was  extraordinary.  During  this 
period  small  growth  firms  created  5.8  million  net  new  jobs,  while  big  business 
lost  a  net  of  over  2.3  million  jobs.  In  short,  over  the  last  six  years  small  business 
created  all  of  the  net  new  jobs  in  the  U.S.  economy. ^ 


Accelerated  Job  Creation  by  SBIC-Backed  Small  Business 

Within  this  context,  SBIC-backed  small  businesses  have  even  greater,  proven  job 
creation  performance  than  small  businesses  generally.  A  Deloitte,  Haskins  and 
Sells  (Deloitte  &  Touche)  study^  concluded  that  companies  financed  by  SBICs 
have  generated  more  than  ten  times  the  employment  growth  of  all  other  small 
businesses.  This  is  a  result  of  the  fact  that  SBICs  intentionally  invest  primarily  in 
startups  and  other  small  companies  expected  to  have  high  growth  rates. 

Most  importanUy,  the  study  found  that  SBIC-backed  companies  are  unusually 
efficient  engines  of  job  creation.  One  permanent  job  was  created  with  every 
$6,463  of  funds  invested  by  an  SBIC.  Adjusted  for  inflation,  this  would  translate 
into  one  permanent  job  created  for  every  $17,000  invested  by  SBICs  today. 


The  State  of  Small  Business:  A  Report  of  the  President  (1986-90  edinons).  Other  similar  studies  include:  A 
Federal  Trade  Comnussion  analysis  for  the  period  of  1969  through  1976,  showmg  no  new  net  jobs  were  created 
by  the  Fortune  1,000  companies:  and  a  study  by  Massachusetts  Institute  of  Technology  that  showed  of  5.6 
million  companies  surveyed  two  thirds  of  the  net  new  jobs  created  between  1969  and  1976  were  created  by 
small,  growth  oriented  firms.  See  also.  The  Facts  About  Small  Business,  SBA  (April,  1993) 
Who's  Creating  Jobs?.  Cogenetics,  Inc.  (May,  1993).  See  also  The  Stale  of  Small  Business:  A  Report  cfthe 
President  {\992) 

"Summary  of  the  Economic  Impact  of  the  Small  Business  Investment  Company  Program"  by  Deloitte  Haskins 
&  Sells,  1980.  This  study  surveyed  the  job  growth  realized  by  all  companies  financed  by  SBICs  from  1958  to 
1979  compared  to  job  growth  by  ail  small  companies  as  reported  by  a  combination  of  the  Federal  Trade 
Commission  Quanerly  Repon  of  Manufacturing  Companies,  U.S.  Bureau  of  Census,  and  ArUiur  D.  LitUe,  Inc. 
estimates.  In  addition  to  job  growth,  the  study  compared  the  average  annual  growth  of  all  sales,  profits,  assets 
and  federal  corporate  taxes  among  small  businesses  to  those  of  SBIC  financed  businesses.  Throughout  the 
period  measured,  SBIC  fmanced  businesses  demonstrated  a  superior  growth  rate  in  all  categories  studies 
compared  to  that  of  all  other  small  businesses. 
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Support  for  these  conclusions  can  also  be  found  in  a  recent  economic  impact 
study  completed  by  Coopers  &  Lybrand  for  the  National  Venture  Capital 
Association*  .  The  study  found  that  428  venture  capital  (and  SBIC)  financed 
companies  created  a  net  increase  of  92,500  highly  skilled  U.S.  jobs  between  1985 
and  1991,  an  average  of  216  new  jobs  per  company.  The  average  net  job  growth 
increase  per  company  was  18%  compared  to  a  net  decrease  of  2%  for  Fortune 
500  companies  over  the  same  period. 


Lev*'  Government  Cost  of  SBIC  Job  Creation 

Definitive  studies  have  also  demonstrated  the  low  governmental  cost  of  creating  a 
permanent  job  through  the  SBIC  program.  The  Deloitte  &  Touche  Study 
concluded  that  $17,0005  invested  by  an  SBIC  into  a  small  business  creates  one 
permanent  new  job. 

In  order  to  determine  the  actual  direct  governmental  cost  of  this  new  job,  it  is 
necessary  to  compute  the  government's  actual  per  dollar  cost  of  its  share  of  this 
$17,000  investment  .  Over  the  past  ten  years  the  average  outstanding  amount  of 
SBA  guaranteed  leverage  was  $847  million.  During  the  same  period  the  average 
outstanding  amount  of  private  capital  invested  in  SBICs  totaled  $1,490  billion. 
The  resulting  average  ratio  of  SBA  guaranteed  leverage  to  private  capital  is  .568 
to  1.  At  this  ratio  (56.8  cents  for  every  $1,568  invested),  the  government  share 
(represented  by  government  guaranteed  leverage)  of  each  SBIC  dollar  invested  in 
a  small  firm  is  36%.  Consequently,  for  each  $17,000  invested  by  an  SBIC  to 
create  a  job,  the  government's  share  ($17,000  x  36%)  is  $6,120. 

Historically,  the  government's  actual  cost  for  each  $1  of  SBIC  leverage 
guaranteed  by  SBA  has  been  14.29  cents  (or  14.29%)* .  Therefore,  the 
government's  $6,120  share  of  the  amount  an  SBIC  invests  to  create  a  job 
multiplied  by  the  government's  per  dollar  cost  of  14.29%  produces  a  historical 
government  cost  to  create  a  new  job  through  the  SBIC  program  of  $875  per  job. 
This  level  of  cost  is  significantly  below  the  published  per  job  cost  of  most  other 
job  creation  programs  sponsored  by  the  Federal  government. 


*  Third  Annual  Economic  Impact  of  Venture  Capital  Study"  by  Coopers  and  Lybrand  and  Vennire  Economics. 
5     S6.463  cost  per  job  in  1980  adjusted  for  inflation  to  the  present. 

*  Office  of  Management  and  Budget  (0MB)  budget  scoring  model  for  the  SBIC  program.  1992. 
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Recent  Evidence  of  Low-Cost  Job  Creation  by  SBICs 

A  recent  study  of  a  representative  group  of  SBIC  portfolio  company  investments 
confirmed  the  remarkable  job  creation  capacity  of  SBIC  investments  in  small 
growth  firms.''  The  study  covered  SBIC  investments  of  $544  million  in  442 
small  growth  firms  over  the  last  ten  years. 

During  this  period,  these  small  businesses  created  a  net  increase  of  49,678  new 
jobs  for  the  U.S.  economy.  The  creation  of  each  new  job,  therefore,  involved  an 
SBIC  investment  of  only  $11,000.  (While  this  is  substantially  less  than  the 
$17,000  investment  per  job  used  in  the  above  analysis,  we  have  chosen  to  use  the 
more  conservative  figure  to  compute  the  government  cost  per  job.) 


An   Efficient,   High-Visibiiity  Investment   Initiative 

In  today's  environment  of  budget  deficits  government  investment  initiatives 
designed  to  create  jobs  must  be  highly  efficient  and  produce  the  greatest  numbers 
of  permanent  jobs  at  the  lowest  cost. 

The  SBIC  program  has  a  thirty-five  year  history  of  creating  permanent  jobs  at 
extraordinarily  low  cost  to  the  government.  Despite  the  compelling  low  cost  job 
creation  success  of  the  SBIC  program,  utilization  of  the  SBIC  program  was  de- 
emphasized  substantially  during  the  past  ten  years.  The  number  of  operating 
SBICs  was  also  sharply  reduced  during  this  period. 

In  order  to  revitalize  the  SBIC  program  and  thereby  benefit  fi-om  this  efficient 
engine  of  job  growth.  Congress  passed  legislation  in  late  1992  to  restructure  and 
improve  the  program  (the  Small  Business  Equity  Enhancement  Act  of  1992, 
P.L.  102-366).  With  the  regulations  governing  this  exciting  new  program  nearly 
complete,  numerous  institutional  and  other  private  investors  are  poised  to  invest 
millions  of  dollars  into  new  SBICs. 

The  new  SBIC  program  can  be  a  fresh,  high-visibility  initiative  to  showcase 
President  Clinton's  commitment  to  small  business,  job  creation  and  investment  in 
America's  future  growth. 


^  NASBIC  survey  of  thineen  randomly  selected  SBICs  of  different  sizes,  from  various  geographic  locations  and 
having  different  mvestment  strategies  (May,  1993). 
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Conclusion 


The  SBIC  program  alone  can  go  a  long  way  to  help  the  President  meet  his  job 
creation  goals.  And,  it  can  be  launched  with  a  modest  investment  of  government 
funds. 

Appropriations  of  only  $354-million  over  five  years  would  fully  fund  the  entire 
$3.0-billion  in  SBIC  guarantees  authorized  by  Congress.  Based  on  the  proven  job 
generation  capability  of  the  SBIC  program,  this  level  of  funding  would  ultimately 
create  over  350,000  permanent  new  jobs. 

For  FY  1994,  the  SBIC  industry  is  requesting  an  appropriation  of  $36.4  million.^ 
This  level  of  funding  will  create  25,000  new  jobs,  and  it  represents  a  modest 
increase  of  $l0.6-million  over  the  Administration's  request  for  SBIC  funding. 


*    $21-milIion  to  support  SBA  guarantees  for  $150-tnillion  of  participating  securities  at  a  subsidy  rate  of  14%;  and 
$15.4-inillion  to  support  SBA  guarantees  of  $100-million  for  current  pay  debentures  at  a  subsidy  rate  of 

15.4%. 
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